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American Institute of Accountants 
: 1918 YEAR-BOOK 


The 1918 Year-book of the American Institute of Account- 
ants was published January [5th. 
Every accountant, whether a member of the Institute or 


not, should have in his possession the Year-books of the In- 
stitute in order to keep in touch with accounting developments. 


The latest’ Year-book contains records of the meeting of 
the American Institute of Accountants at Washington and 
Atlantic City in September, personnel of state boards of ac- 
countancy, constitution and by-laws of the Institute and a 
complete list of officers, committees, members and associates 
of the Institute, arranged both alphabetically and geographi- 
cally. 

The reports include those of the Board of Examiners and 
of many important committees. . 

The book is indispensable for reference purposes. 

134 pages. 
- Price $1.50 net, $1.65 delivered in the United States. 
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Depreciation in Telephone Utilities* 


By WapbeE Kurtz 


In no class of public utilities is there a more fertile field for 
speculation as to what depreciation includes and the annual 
amount to be charged against operating expenses to protect suffi- 
ciently the capital investment, while doing justice to the public 
interests, than in the telephone companies. The differences of 
opinion and practice vary all the way from the complete elimina- 
tion of accrued depreciation as an operating expense to the setting 
aside of a reserve amounting to an annual charge of as high as 
ten per cent. of the plant value in certain isolated cases. In fact, 
the whole question of depreciation in telephone utilities is so 
debatable that no one can say that a certain rate of depreciation 
is correct under certain conditions. 

Aside from errors in accounting principle and the elimination 
of depreciation for the purpose of manipulating the income 
account, there are numbers of very good and sound reasons for 
the various charges for accrued depreciation among telephone 
companies, the most important of which are the following: 

I. The climatic conditions are so variable in different locali- 
ties, and the plant being so largely exposed to the elements, there 
is an entirely different result for each locality. 

II. The telephone business is so young, and has had such a 
remarkable growth, that it has not had sufficient time to give 
results upon which the courts, engineers and accountants can 
base a definite and final opinion. 


*A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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III. One company may have its plant largely of overhead 
construction, while others, especially in large cities, would be 
entirely underground. The latter being more permanent reduces 
the rate of depreciation. 

IV. A plant situated so that it is in danger of extraordinary 
casualties, such as the flood loss in the spring of 1913 along the 
Ohio and Miami rivers, causes very excessive depreciation. 

V. The depreciation is greater in smaller companies than in 
the larger ones, because as a rule the plant is not so well main- 
tained and is constructed with cheaper and shorter lived material. 

VI. The risk and contingencies are greater in a small plant 
than in a large one, thus causing greater depreciation, as there is 
not the average a larger company obtains. This is somewhat 
analogous to carrying one’s own insurance instead of through an 
insurance company. 

VII. In a small company the loss on account of inadequacy 
is much less than in a large and growing city. Stagnation of 
growth in a locality decreases depreciation because there is no 
inadequacy. 

VIII. There is a wide difference of policy in the various 
telephone companies in their arbitrary distinctions between main- 
tenance and depreciation charges. When maintenance charges 
are high, depreciation is decreased, and when maintenance is low, 
the depreciation is higher. 

IX. As telephone plants tend to reach their final peak of 
stability, both depreciatiou and maintenance charges are gradu- 
ally decreasing. 

X. The quality of service which it is necessary to maintain 
affects depreciation. In some concerns where the very best service 
is not maintained, the plant can depreciate to the limit before 
replacements are necessary. In other localities this condition 
would not be permitted. 

It can readily be seen that considering the foregoing reasons 
and their possible combinations, there is a large field for variation 
in the rates of depreciation used by the different companies. A 
large company may have as many variations in rates as it has 
exchanges, but it has the advantage of averaging the expense over 
its entire plant, and it is so handled on the general books for 
accounting purposes. Subsidiary records should be kept, however, 
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showing the depreciation reserve and all charges against it by the 
various exchanges. This is essential for statistical purposes as 


_well as for rate-making purposes before the utility commissions. 


ELEMENTS OF DEPRECIATION 
Inasmuch as the setting up of a depreciation reserve is intended 
to level the expenses by apportioning to each period its just share 
of the expense, the tendency seems to be to broaden the meaning 
of depreciation by including as charges against the reserve items 
which are not strictly the result of wear and tear but do result in 
a loss of plant values. These various elements of depreciation 
which are to be considered in arriving at a just rate in the tele- 
phone utilities are as follows: 
I. Gradual lessening in the value of the plant until it 
arrives at the normal value. 
II. Renewals and replacements. 
III. Extraordinary repairs. 
IV. Obsolescence. 
V. Inadequacy. 
VI. Municipal requirements. 
VII. Cost of recovering salvage and the removing of retired 
or abandoned properties. 
All the above are causes for the perpetual decrease in plant 
values, and proper recognition must be given them before correct 
profits can be ascertained. 


NorMAL VALUE 

A vital phase of telephone depreciation, with which the 
average person is not familiar, is the normal value toward which 
an average plant tends to gravitate, beyond which the loss due to 
wear and tear does not go. In other words, the plant of a tele- 
phone company, in order to give efficient service, must be main- 
tained on the average at about eighty per cent. of its original cost. 
When the plant is allowed to depreciate to approximately seventy- 
five per cent. of its cost, engineers seem to agree that the service 
is unsatisfactory, and, should the plant be allowed to decline much 
below that average, it will soon arrive at a point where the render- 
ing of service is impossible and revenues will cease. It seems, 
therefore, that aside from a reserve for contingencies, a telephone 
company has no right to create a depreciation reserve for any 
larger amount than the difference between the original cost and 
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the normal value of approximately eighty per cent., which would 
be twenty per cent. of the cost of the plant. After this decrease 
in the average value of the plant has been provided for, the only 
just charges for depreciation would be for current renewals and 
extraordinary items. 

The reserve thus set aside, while the plant is settling down to 
its normal condition, will never be used for replacements, and its 
only possible use is to keep the original investment intact. There 
are two pessible dispositions of this reserve: 

I. If there are extensions of plant needed; it can be used 
for that purpose. 

II. If no extensions are necessary, the fund can be dis- 
tributed to the stockholders as a part return of their capital 
investment. 

In business practice the second method is never intentionally 
followed, although in many concerns it has been done uninten- 
tionally. As a rule, it is invested in plant extension, thus avoid- 
ing the necessity of borrowing funds for that purpose and at the 
same time maintaining the original investment. 


RENEWALS AND REPLACEMENTS 

While a large plant as a whole, if properly maintained, never 
depreciates below its normal value, it must not be overlooked 
that in spots the plant is continually decreasing in value until it 
must be renewed or abandoned, and at some time the whole plant 
will be replaced either in kind or by the substitution of a new 
unit, and provision must be made for this expense. The net loss 
will be the difference between the original cost of the plant and 
the cost of removal, less the salvage, which in the telephone busi- 
ness is a very large and important item. A great deal of the 
material recovered still has sufficient life remaining to warrant 
its being placed in stock and re-used in later construction of plant. 


EXTRAORDINARY REPAIRS 
The name “extraordinary repairs” is to an extent a misnomer, 
and as a result there is considerable confusion in the telephone 
companies as to just what this term is intended to include. The 
interstate commerce commission has defined the charges under this 


heading in a general way as follows: 


The depreciation accruing in property which cannot be readily indi- 
vidualized, such as pole lines, wires, cables or other continuous structures, 
where expenditures for repairs or replacements of individual parts ordi- 
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narily are not actually made until the later years of the life in service of 
such property, and when made may, therefore, be classed as extraordinary 
repairs. 

In the System of Accounts for Telephone Companies, under 
the explanation of “repairs defined” the commission gives a more 
detailed statement of these charges as below: 


I. Restoring to an efficient or proper condition buildings, 
structures or other units of property which have deteriorated. 

II. Substituting, in order to maintain normal efficiency, new 
parts for old parts of continuous structures, such as pole lines, 
cables, wires, conduits, etc., where such substitutions do not amount 
to a practical replacement of any considerable length of such con- 
tinuous structures. 


III. Restoring the condition of property damaged by storms, 
floods, fire or other casualties. 

IV. Recovering salvage and removing retired or abandoned 
property in connection with the above work. 


It can readily be seen that, in the telephone business where 
the money is continually being put back into plant, this item of 
extraordinary repairs becomes most important. 

The reason for not using the same accounting procedure for 
these charges as that in the case of other replacements—that is, 
construction and depreciation reserve accounts direct—is to avoid 
the inflation of the plant values on the books owing to the large 
amount of piecemeal re-construction. It is well known that build- 
ing a plant by small units at a time will cost more than construc- 
tion work on a large scale, but the nature of the telephone plant 
makes it imperative that a large part of the renewals be done piece- 
meal in order to maintain efficient service. It should not be for- 
gotten, however, that the increased cost owing to piecemeal re- 
construction may be partly offset by the lower overhead charges 
on the work, such as interest on construction, engineering, etc. 


This method is quite out of the ordinary routine of accounting 
because all extraordinary repairs are reported as a maintenance 
charge, and so entered upon the general books with the ordinary 
repairs, but at the end of each month a correcting journal entry 
is made crediting the total extraordinary repairs to account No. 
611, “Repairs charged to reserves,” and concurrently charged to 
account No. 102, “Reserve for accrued depreciation.” On an 
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expense statement the item would appear as an addition to main- 
tenance and afterwards be deducted as below: 








Supervision of maintenance $13,606.95 
Repairs of aerial plant 80,236.11 
Repairs of underground plant 2,534.88 
Repairs of central office equipment 17,263.04 
Repairs of station equipment 18,513.11 
Repairs of buildings and grounds 1,157.54 

Total repairs $133,311.63 
Less repairs charged to reserve 32,666.41 

Net current repairs $100,645.22 


The title “extraordinary repairs” is misleading because a large 
part of the charges represents expenditures of an ordinary nature. 


OBSOLESCENCE 


Owing to the swift and constant progress of the .telephone 
science in the past, obsolescence has been an item of considerable 
importance in its relation to depreciation, but within the past few 
years engineers and accountants have given it little consideration. 
It is, however, an element of depreciation which should be reason- 
ably considered, as developments are continually taking place. 
The automatic and semi-automatic switchboards, as well as other 
improvements, are meeting with popular approval, but it is rea- 
sonably safe to assume that the present switchboards and other 
plant are efficient enough to warrant their use until the average 
life has expired. The present investment in switchboards is so 
great that a universal change to the automatic or semi-automatic 
would cause a tremendous loss to the telephone companies. 

In considering obsolescence when arriving at a fair rate of 
depreciation, it would seem proper to eliminate any loss of magni- 
tude, and should such a loss later occur, the interstate commerce 
commission would without doubt grant permission to capitalize 
the amount, and then amortize it over a period of years as 
described under the heading of “Extraordinary casualties and 
unanticipated reconstruction” in the commission’s system of 


accounts. 
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INADEQUACY 


Inadequacy is one of the depreciation elements which is real 
and important, because it is continually being met today, more 
especially in the larger cities, where it is practically impossible 
for the commercial engineers accurately to forecast the growth 
of cities and more particularly the section of a city which will 
have an abnormal growth. 

As an illustration, during the past few years the cities which 
were affected by the war orders have had a remarkable growth, 
and the telephone companies in many instances have been abso- 
lutely unable to meet the demands for telephones owing to the 
inadequacy of their plant. This has necessitated the removal 
of the old plant and a replacement with much larger units, the 
expense of which should be borne by the depreciation reserve. 
The anticipation of inadequacy always carries with it the hazard 
of building a larger plant than will be needed, and this also 
results in a loss of profits. Inadequacy is an element which is 
difficult to deal with, and good business judgment is about the 
only standard that can be taken in its consideration. 


MUNICIPAL REQUIREMENTS 


The interstate commerce commission recognizes that tele- 
phone companies are frequently put to a large expense by changes 
in popular demand or public requirements, and has included these 
charges in its definition of depreciation. This expense would in- 
clude such losses as are caused by a city ordinance requiring the 
burial of wires in underground conduits, re-location of conduits 
to make room for subways, re-location of plant from one side 
of the road to another, etc. 


Cost OF RECOVERING SALVAGE AND REMOVING RETIRED OR 
ABANDONED PROPERTY 


Inasmuch as a depreciation reserve is an accounting expe- 
diency intended to spread the plant expenses, it is proper that 
the interstate commerce commission should provide for the cost 
of recovering salvage and removing retired or abandoned prop- 
erty by including it as a part of the estimated expense for depre- 
ciation when setting up the reserve. These expenses are con- 
tinually occurring in the telephone business and over a period 
amount to a large sum. The cost of removing plant taken out 
of service should include freight and cartage on the material 
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recovered. The cost of removal can no doubt be justified as a 
charge against depreciation reserve by considering that if the 
plant were not removed it would be abandoned, and thus become 
a charge entirely against the reserve. 

When these charges are not provided for in a depreciation 
reserve, they should be charged as a maintenance expense under 
repairs. 


METHOD OF COMPUTING THE DEPRECIATION RATE 


The basis for arriving at a rate of depreciation is a life table 
of the various classes of telephone plant, of which there are about 
twenty, and such a table would contain the following infor- 
mation: 

Class of plant. 

Life in years of each class. 

Net salvage in percentage of first cost. 

Wearing value in percentage of first cost. 

The life of any particular class of plant is an engineer’s best 
estimate and is, therefore, approximate. By taking the book 
values of each class of plant and figuring the depreciation in 
accordance with the life table, a composite rate of depreciation 
is obtained. 


DISTINCTION BETWEEN EXTRAORDINARY AND ORDINARY REPAIRS 


In no phase of telephone accounting is there a more unsatis- 
factory condition than in the distinctions made between ordinary 
and extraordinary repairs. Telephone accountants are inclined 
to give general instructions as to classification of expenditures 
such as are given by the interstate commerce commission. As 
the employees in the field make the classifications, this policy has 
resulted in the shifting of the burden of decision from the shoul- 
ders of those who ought to know and decide to those employees 
who know the least about the distinctions. 

So far as material is concerned, the issue appears to be clear- 
cut, as all short-lived parts are a just charge against ordinary 
repairs. They would include such items as the following: 

Cords, 

Fuses, carbon blocks, heat coils, 
Resistance coils, 

Switchboards, lamps and caps, 
Switchboard resistance lamps, 
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Jack sleeve springs, 

Plugs, 

Relay parts, 

Ringing and listening key parts, 
Switchboard number plates. 


There can be very little material, aside from these short-lived 
parts, which can be charged as an ordinary repair, and the vast 
amount of repair expense consists of labor and expense for the 
following among other purposes: 

I. Cleaning and care of switchboards, main and inter- 
mediate distributing frames and central office 
apparatus. 

II. Cleaning and repairing removed bells, back boards, 
carbon blocks, protectors, etc. 

III. Cleaning and adjusting apparatus. 
IV. Cleaning subscribers’ station equipment, including 
cleaning and inspecting booths. 

V. Adjusting relays and other parts of central office 
equipment. 

VI. Inspecting and cleaning manholes. 
VII. Testing cables for electrolysis. 

VIII. Repairing defective cable splices. 

IX. Coiling, sorting and splicing wire in stock. 


~The foregoing are merely indications to show that repairs do 
not refer to renewals, excepting parts such as have been listed, 
but are intended to cover labor and miscellaneous expenses used 
for keeping up the operating efficiency of the plant. 


A telephone plant is composed of a multitude of small, deli- 
cate and expensive parts, which are included in the plant values 
upon which the monthly charge for depreciation is made, and 
as these parts are continually being replaced piecemeal, it is 
obvious that over a period of years a large part of the plant 
could be replaced in this manner. Persons unfamiliar with the 
telephone business and many in the business do not realize the 
magnitude of these renewals over a period of time, because they 
are individually small in both size and value. 


These comments refer to such renewals as cross arms, insu- 
lators, relays, jacks, etc., which should be charged as extraor- 
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dinary repairs. This means that they will be charged against 
the depreciation reserve, together with the labor and expense 
consumed upon the work. 

To state that a renewal of any long-lived part is a just charge 
against depreciation seems to be meeting the issue squarely, so 
that the employees can make a positive distinction instead of 
compromising as at present. 

In some instances it would be necessary to make arbitrary 
distinctions. For example, in replacing wire, the limit of demarca- 
tion could be from one pole to another. The labor and expense 
would follow the same classification as the material used. 


GRADUAL DECREASE IN DEPRECIATION AND MAINTENANCE 


In attempting to arrive at a fair rate of depreciation for a 
telephone company at the present time, too much emphasis should 
not be placed upon the experience of telephone depreciation in 
the past, because both maintenance and depreciation have a 
tendency to be on the decrease. The decrease in repair and 
renewal charges and increase in life of the plant are caused by 
the average plant’s taking on a more permanent and standard 
character than in the past. For instance, in all the larger cities 
underground construction is continually being increased, and the 
plant is not, therefore, subject to sleet storms, which have been 
the cause of tremendous losses in outside plant. 


DEPRECIATION ON PURCHASED PROPERTY 


Many large telephone companies are composed of purchased 
small companies, which when purchased are appraised at the 
present or depreciated value, so far as the plant is concerned, 
which is the only amount that can be capitalized in the plant 
accounts, the difference between the cost value and the appraised 
value being charged as intangible capital. It is apparent, there- 
fore, that a telephone company soon arrives at a point where it 
has two values on the general books so far as the plant is con- 
cerned: constructed plant at cost value and purchased plant at 
depreciated value. In a few years there will be a further con- 
fusion by extraordinary repairs having been made on the prop- 
erty purchased. As in the telephone business the plant soon 
loses its identity so far as cost is concerned, when the time arrives 
for the purchased property to be renewed there is a tendency to 
forget the value at which it was placed on the books and to 
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credit plant with the same value as properties constructed. This 
has the effect of charging the depreciation reserve with more 
plant than was originally capitalized. 

This is an error of principle easy to make, and the only 
method of avoiding it seems to be when a plant is purchased to 
capitalize it in the plant accounts at the original cost figure and 
set up a reserve for the depreciation. This would have the 
accounting effect of capitalizing the plant purchased at the 
appraised value, and when the plant is retired there should be 
sufficient reserve to take care of the plant retirement on the 
same basis as all other plant. In order to follow this procedure 
permission of the commission must be secured. 


EXTRAORDINARY CASUALTIES AND UNANTICIPATED RECON- 
STRUCTION 


When an extremely large loss is experienced, for which no 
provision has been made in the depreciation reserve, the com- 
mission has allowed the privilege of carrying the charge as a 
deferred asset and amortizing it over a period of years, provid- 
ing the consent of the commission is asked. As an illustration 
of such a loss in plant value, should the city of Chicago decide 
to build a subway, it would compel the Chicago Telephone Com- 
pany to reconstruct its conduits, and would necessitate a large 
loss. 

DEFERRED MAINTENANCE 

In many telephone companies it frequently happens that cur- 
rent repairs cannot be made for financial reasons, which is one 
way of stating that repairs are allowed to accrue in the same 
manner as depreciation. In order properly to reflect such a con- 
dition on the income statement, it is necessary to charge main- 
tenance with the estimated amount of such repairs and credit a 
reserve entitled “deferred maintenance.” Otherwise, the ex- 
penses for such a period would not represent the actual operat- 
ing results. 

Cost oF PLANT WHEN RETIRED 

A great difficulty in the telephone business is to ascertain 
the original cost of plant when it is retired in order to credit 
fixed capital with the proper amount. It is a comparatively 
simple accounting problem to keep the exact cost of plant when 
going into service, but, as soon as plant is completed and placed 
in the fixed capital accounts, it loses its identity; and in later 
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years, when the same plant is retired, it is practically impossible 
to find the cost of it from the plant records, with the exception 
of a few large units, such as switchboards and buildings. This 
condition has led to the use of a somewhat modified replacement 
figure for the retirement of plant, which is wrong in principle, 
because it does not take into consideration the varying conditions 
of capitalization, such as the cost of labor and material. What 
should be done is to prepare unit costs for periods during which 
the costs of construction are approximately the same and use 
these displacement figures for the estimated period when the 
plant will be retired. 

Another difficulty is to record all the plant retired so that it 
will be reflected on the books. This applies largely to outside 
plant. For instance, in the Ohio river flood many miles of pole 
lines were destroyed, and to obtain the displacement figures, the 
only possible method was by an engineer’s estimate, which was, of 
course, approximate. 


ActuaL Loss ON PLANT RETIRED BY CASUALTIES 


An important feature to be kept in mind when calculating 
the loss by sleet storms, floods, etc., is that the real loss to the 
company will be only the unexpired life of the plant which is 
destroyed. If a pole line has an average life of, say, ten years, 
and the line is destroyed by storm at the expiration of five years, 
the actual loss will be only the unexpired life of five years, or 
half the original cost. This point is self-evident, but is frequently 
overlooked in practice. 


DEPRECIATION ON MATERIAL RECOVERED 


On all salvage recovered there is a certain amount of accrued 
depreciation, but it is placed in the material account at the cost 
figure as a matter of accounting expediency. It is manifestly 
impossible to take the salvage in at the depreciated value, because 
there would soon be a stock record of all items priced at different 
figures. In the telephone business salvage is a very large item, 
and at first this would appear to be a serious error of account- 
ing, but in fact it is not, because while the material was being 
used in the plant the depreciation reserve wi being set up each 
month to cover plant depreciation, and when salvage is taken 
out of plant and placed in the material account, there is set aside 
sufficient reserve to offset the decreased value of the salvage. 
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It is to be remembered, however, that this method overstates the 
material account to the extent of the accrued depreciation. 


TRANSFER OF SUPPLIES 


In a large plant consisting of many exchanges, there is a 
continual process of exchanging supplies from one exchange to 
another, which has no bearing on the exchange conditions unless 
some of the supplies have had service and are depreciated in 
value. For instance, if one exchange had used a switchboard for 
five years, and then had replaced it by a new one, the old one 
being transferred to another exchange, it would be unfair that 
the second exchange should stand the entire depreciation when 
the switchboard was junked. When such transactions occur, a 
transfer report should be made giving each exchange the just 
proportion of the depreciation charge. On smaller items this is 
hardly worth while, but on large units it should be considered 
for statistical and rate making purposes. 


STATION REMOVAL AND CHANGES 


One of the largest expenses of the telephone business is the 
loss due to station removal and changes, which also entail a large 
loss in the plant values. This loss is not considered as deprecia- 
tion, but is handled separately under current maintenance. The 
plant loss is due to the drop wires, inside wiring and interior 
block wires, which are abandoned on account of being taken out 
of service when a station is removed. Should an abandoned 
station be reinstalled, this part of the plant would again be taken 
up as a fixed asset upon the books of the company. 

Under this method there is always a large amount of the 
plant owned by a telephone company which is not reflected in 
the fixed capital accounts but is a contingent asset to be taken 
up on the plant records if the stations are re-used. 

STABLE, GARAGE AND EQUIPMENT DEPRECIATIONS 


The depreciation on the stable, garage and equipment should 
be carried as a separate reserve, as these items are of a different 
character than the telephone plant proper. A separate rate for 
each class should be used in arriving at the annual charge. 

REALIZED DEPRECIATION Not CovERED BY RESERVES 


In past years many telephone companies failed to set up a 
reserve for accrued depreciation, and when the uniform system 
of accounts was established, January 1, 1913, the interstate 
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commerce commission provided for this by creating account No. 
413, “Realized depreciation not covered by reserves.” All 
realized depreciation—that is, plant taken out of service—for 
which no reserve had been created up to January 1, 1913, should 
be charged to this account. It is an accumulating account for 
the year, and at the end of the year should be charged against 
surplus. 

It can readily be seen, therefore, that a concern which did not 
provide for depreciation before January 1, 1913, and did so 
after that date, when it displaces plant, will have a gradually 
diminishing charge against this account and an increasing charge 
against the depreciation reserve. The following method of arriv- 
ing at this distinction between the two accounts has been 
approved by the commission: 


Per cent. of current Per cent. of current 
displacements charged displacements charged 


Year to reserves to account No. 413 
1913 5% 95% 
1914 10% 90% 
1915 15% 85% 
1916 20% 80% 
1931 90% 10% 
1932 95% 5% 
1933 100% 0% 


The above apportionment is worked out upon a twenty-year 
life and an annual depreciation rate of 5%. 

The use of this account is left somewhat to the discretion of 
the company, but when used on the basis described above it is 
inclined to work a hardship upon the corporation, as in the early 
years it doubles the provision necessary for depreciation by 
making one charge to current operations for the current accrued 
depreciation and another against surplus for the realized depre- 
ciation not covered by reserves. Unless a company has an excep- 
tional net income, the provision for this account is quite likely to 
cause a deficit and at the same time set up a large reserve which 
will never be used. 

This condition could be overcome by decreasing the annual 
rate of depreciation, but this is inadvisable on account of the 
precedent established by using a rate which is lower than the 
actual rate, especially for rate making purposes. 
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“Depreciation is not a matter of formulas, but there must be 
a reasonable judgment, having its basis in a proper consideration 
of all relevant facts”; and in its final analysis, what should or 
should not be charged against depreciation reserve depends 
entirely upon what the reserve is set up to cover. At the very 
best, the fixing of an annual rate of depreciation is an estimate, 
and as telephone accounting becomes more accurate greater 
emphasis should be placed upon the actual results as shown by 
the records in arriving at the rate of depreciation. 
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Accounting Control for Company Store or 


Commissary” 
By W. P. FIetp 


A practical method of accounting control for the retail store 
is here presented. The system as outlined has survived the test 
of many years, and experience has demonstrated its practical 
value in stopping leaks and securing for clients a reasonable 
execution of their mandates, in the management of this very 
necessary but much neglected department. 

The plan starts with the receipt of the invoice, which, as it 
comes in from the mail, should first be recorded in an invoice 
record. This is a memorandum book serving to keep pending 
transactions in hand until ready for the bookkeeper. For a plan 
of ruling see exhibit A. The columns explain themselves. The 
plan of numbering is important, as the invoice number plus the 
line number becomes the lot number of the article, which is to be 
placed, first on original packages, and subsequently on contents. 

The lot number is a device whereby goods are so marked that 
they can be quickly and accurately identified with purchase, cost, 
price, stock and inventory records, and whereby their age can be 
determined at a glance. It is a composite number made up of 
three parts—the first giving the approximate date of the ware- 
house receipt, the first and second together the invoice number, 
and the last the item on the invoice. The detail is as follows: 

Prepare a list of the twelve months of the year, repeat it eight 
times and number consecutively from 1 to 96. Use these key 
numbers for numbering invoices in the invoice record. The first 
invoice record in January of the first year of the system becomes 
No. 101, the first 1 indicating the month, the second 1 the con- 
secutive number in the month. The first invoice in February 
becomes 201; the first in January of the second year 1301, the 
second 1302. Follow this through for eight years. The last 
December is 96 and the first invoice recorded in that month will 
be 9601. By this time, there should be no goods left in stock 
from the first year, so that the plan can begin again with number 
1 for the key. 





*A thesis presented at the November, 1918, examinations of the American Iuasti- 
tute of Accountants. 
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The number 3541 on an invoice would mean that the invoice 
was the forty-first to be recorded in November of the third year 
of the system. The number 6314 would indicate the fourteenth 
invoice of the sixth March. As already noted, the last units of 
the lot number indicate the item on the original invoice. As an 
example, the number 162445, noted on an article, would mean that 
the article was received in April of the second year of the system, 
and would be found on the forty-fifth line of invoice 1624. It 
should be noted that the number 162445 is read, sixteen, twenty- 
four, forty-five, and not one hundred and sixty-two thousand, 
four hundred and forty-five. 

As soon as recorded, the invoice should go to the purchasing 
department for approval as to prices, and from there to the cost 
clerk, where calculations are revised and the laid down unit cost 
is established. From here it passes along to the proper authority, 
who notes on the margin the retail price at which the goods are 
to be sold, having in mind the expressed policy of the company 
as to the profits and the past performances of the store as shown 
by the monthly financial statements. 


As soon as prices have been established, the merchandise cov- 
ered by the invoice is “taken up”—that is, it is billed at retail 
value against the warehouseman in charge of the deposit that is 
to receive the goods. The bill is prepared and put through in 
every way just as if an actual sale of the goods had been made 
to the warehouseman. The detail shown on the bill is but a repe- 
tition of the detail on the original invoice, except that retail values 
are substituted for costs, and, in addition, the lot numbers are 
shown on the margin. All goods are billed in triplicate, a bill for 
each invoice. The day the goods arrive, the warehouseman 
receives his bill, the duplicate goes to a suitable file in the office 
and the third goes to the accountant, together with the original 
invoice, to be recorded in the purchase record, registered in the 
bill register and posted to the stock ledger. 

The purchase record is a loose-leaf book, suitably ruled, with 
the sheets alphabetically arranged, and with additional special tabs 
for groups, such as sugar, rice, soap, etc. For detail of ruling 
see exhibit B. A sheet is provided for each article. The detail 
of each invoice, together with that of the corresponding bill, must 
be posted to these sheets—thus in a period of time working up 
a complete history of each article carried. The great value of the 
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record becomes at once apparent. Given the past performances 
and the present stock, the future can be gauged with great accu- 
racy, thus providing the purchasing department with the exact 
information necessary to assure a sufficient supply at all times, 
and leaving no excuse for overstocking. In this detail of company 
store management is perhaps the one big idea in which the com- 
missary differs from the average town establishment, and it makes 
the former an infinitely bigger problem. If the town merchant 
finds himself overstocked, he reduces prices and converts an error 
into an asset by obtaining the fame that goes with good goods 
and low prices. If he finds himself going a bit short, he covers 
as far as possible on his neighbors, and saves his face by increased 
prices. His customer’s servant crosses the street and gets the 
needed article, and home life goes along as usual. 

Not so with the company store manager. If he overbuys he 
is in a dilemma. If he reduces his prices he simply makes less 
profit on his sales and raises a rumpus further down the line by 
creating a decreased demand where it is equally hard to handle. 
Again, if he underbuys, he is at his wits’ end to adjust himself, 
as the short article—flour, potatoes, lard, coffee, codfish, be it 
what it may—will cause no end of immediate trouble in the com- 
munity, and at the same time create another “out” in some neigh- 
boring line which was not prepared to care for the increased 
demand. The columns on this sheet explain themselves generally. 
The three columns for selling prices are to cover the different 
units at which sales are made. Thus, condensed milk calls for 
a price per tin, per dozen and per case. The per cent. column is 
for recording the ratio the loading bears to the retail price. By 
way of summarizing the effect of the purchase record, it can be 
stated that it puts the “buyer” in his place, and keeps him there; 
his blunders become self-evident, and in case of need his services 
can be dispensed with and the work carried along by the next in 
line without difficulty. 

The bill register is kept by the bookkeeper. In it are regis- 
tered all bills and invoices received from the purchasing depart- 
ment, as well as others from the warehousemen covering transfers 
to retail departments. These entries should be made in groups, 
so that the totals will give at the end of the month the needed 
statistics. For instance, the first page can be made a record of 
grocery purchases, the second dry goods and the third hardware, 
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the next sundries, following with groups covering issues by the 
different warehouses, etc. The act of billing produces the load- 
ing which is the difference between the cost value and the retail 
value of an article. The amount of it is more or less, according 
to the policy of the company. The figures produced by the bill 
register at the end of the month give the cost, retail value and 
loading of each group of articles. The loading is always calcu- 
lated as a percentage of the selling value. Given the retail value 
of ‘the stock in any department, a reference to the statistics will 
immediately give the percentage of loading, and the cost of the 
stock is immediately produced. At the end of the month, the 
general ledger of the store department gives the retail value of 
the stock in hand, and a rapid calculation shows how much load- 
ing must be set aside to reduce it to cost. This much done, the 
balance remaining in loading account is the gross profit for the 
month. From this amount, expenses, allowances, rebates and 
shorts are deducted, and the net profit for the department is pro- 
duced. For detail of form see exhibit C. 

The stock ledger is a loose-leaf ledger, with the sheets 
arranged in groups indicated by tabs. An account is kept with 
each article billed to the warehouse, quite the same as accounts 
are kept with individuals in any auxiliary ledger. Each account 
is charged with the retail value of the corresponding article billed 
in as per warehouse receipts, while the same account is credited 
with the issues billed out to retail departments. The balance in 
any account is the retail value of that article in stock. 

A trial balance is taken from this ledger at the end of each 
month, which must be in agreement with the controlling account 
in the general ledger. Constantly during the month, tests are 
being made of the accounts, overs and shorts being billed in as 
additional purchases, or out to profit and loss (shortages) as the 
case may be. The advantage of this form of stock ledger will be 
at once apparent. It cannot be forced. It is impossible for the 
warehouseman to get a credit to an article without at the same 
time producing an acceptable charge against another department. 
Likewise an invoice cannot be credited to a shipper without the 
corresponding debit being made against the goods. This particular 
idea is very important as it eliminates at once the possibility of 
invoices getting through unless value has been received. 
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As the purchasing department bills new goods to be received 
against the warehouseman, so does the warehouseman prepare and 
cause to be recorded bills made by him covering transfers to retail 
departments. The warehouseman is provided with a suitable 
book in which he notes all bills received and the value, also at 
retail, of all goods billed out. The balance must agree with the 
controlling account of the warehouse in the general ledger. Upon 
the receipt of goods from the carrier, the warehouseman is com- 
pelled to be vigilant. Any slip on his part will produce a differ- 
ence between stock ledger and inventory which will be difficult to 
explain. All shortages must be carefully noted and billed back 
to the accountant to be charged off, or placed in claim account, or 
deducted from shipper’s invoice. As stock is received, all original 
packages are marked on the outside with the lot number shown in 
the bill. When original packages are opened in the retail depart- 
ments, the contents are marked with the lot number and retail 
price. In the retail grocery departments it is not practicable to 
mark a few standard articles, such as sugar, beans, potatoes, cod- 
fish, lard, rice, ham, bacon, salt pork, condensed milk, beer, 
sardines, etc. These goods, being few in number and of great 
movement, a blackboard is provided and placed in a prominent 
place, where prices may be seen by all. Care should be taken to 
use good counter-scales, and in a suitable place locate an extra 
one, where the public can test the packages at pleasure—the idea 
being to place every possible means of self-protection in the hands 
of the customer. 


As goods are delivered to retail departments, they are accom- 
panied by bills. These are recorded by the clerk in charge in a 
blotter provided for the purpose—a book in which is noted the 
date, number and amount of bills covering goods received from 
the warehouseman figured at retail prices. In this book is also 
noted the daily product of the cash register. The account is 
opened with an inventory. The balance in the blotter at any 
moment is stock on hand at retail values. The difference between 
inventory and blotter is an “over” or “short.” If an over has been 
produced, a bill is prepared in the office charging the department 
and crediting “overs.” If a shortage has been produced, a ticket 
is prepared, and after being properly approved it is rung up and 
deposited in the cash register like any other credit due to the 
clerk. Inventories are taken frequently by independent clerks. 
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The entire stock being divided up into small departments, it is 
but a one or two hours’ job to list the goods in any one clerk’s 
account. To price the goods is easy, as the retail prices are 
notorious—in fact, at the tip of the tongue of every clerk—while 
calculations are rapid as prices are as a rule multiples of five. 
It is customary to take some departments weekly, much depend- 
ing on past history. Dry goods and hardware are as a rule taken 
every two or three months, hats and shoes monthly. 

A cash register of simple make is given each clerk. All credits 
of whatever nature are rung up like cash. If it is a credit sale to 
an officer, the order is rung up for its full retail value. If there 
is a rebate for a quantity sale, it is noted on a sheet and regis- 
tered at the end of the day. If there is a credit for breakage or 
damaged goods, if goods are taken from stock for store expenses, 
if there is a credit sale to the company, or be it what it may, the 
token in the shape of a ticket is invariably rung up. All sales 
other than to officers and to the company should be for cash. 
Laborers and employees should be advanced cash on demand, on 
account of accrued salary, at the main office. It is much cheaper 
to record a cash advance once a day or less to a laborer than to 
record many credit sales. Also the laborer is better satisfied. 
The only objection to cash is where the policy of the company is 
to sell goods at a higher level than is current in the district. When 
this is the case, suitable plans for due bills can be worked out 
without interfering with the main idea. 

The operations of the retail departments are closed for the 
day at about 2 p.m. At this hour trade is slack, the light good, 
and no inconvenience is caused by treating sales made in the 
late afternoon as of the next day. Having taken a reading of 
the cash register, the clerk proceeds to count his cash and list 
the tickets, orders or tokens that make up the day’s transactions. 
All being in order, separate packages are made of the cash and 
tickets, one going to the cashier and the other to the transfer 
clerk together with a report prepared on a form similar to 
exhibit D. 

We have now come to the last detail in the ceaseless round 
of store activities of immediate interest. We have seen the 
goods arrive and have noted how they are taken up and passed 
through the warehouse and retail store, and beyond to the hands 
of the customer. 
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DAILY REPORT 


Retail Department 











Cash register 
Last reading $ 
First reading 





Difference $ 





Summary 
Credit sales $ 
Officers 
Employees 
Company 
Expenses 
Rebates 
Shortages, bills 
Damaged goods 
Transfers to other departments 
x 
x 
x 
x 
Shortages, inventory 








Total $ 
Cash 
Gold $ 
Bills 
Silver 
Total $ 
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We now treat of the transfer clerk. His is an important 
position, He manages the clearing house of the business. To 
his cage come all the packages from the retail departments 
containing the tickets as rung up in the cash registers. These 
tickets are carefully checked against the statements and passed 
along to the baskets in suitable groups until all packages have 
been opened. It is perfectly clear, then, that the tickets in the 
various baskets must equal the total amount rung up on all the 
cash registers for the day. One basket contains all credit sales 
to officers, another all rebates, another all shortages, etc., etc. 
These baskets are turned over to able assistants who again 
sort them for billing out. The tickets in the officers’ basket are 
now arranged by name, and then a bill is prepared in duplicate. 
It may be that an officer has made purchases in a dozen depart- 
ments for the day, but in the end all his tickets come together 
in the hands of one clerk and they are billed out together. In 
this way the tickets are finally billed out or passed along by the 
clearing department, and the net of the day’s operation is a 
report giving the totals to be credited to departments and 
charged against the cashier, the officers’ ledger, expenses, inven- 
tory, shorts, rebates, leakage and breakage, etc., etc. 

In passing, it should be stated that the group of transactions 
here described appertains particularly to groceries. For the hand- 
ling of most articles of hardware and dry goods, it is usually 
sufficient to take up purchases at retail prices direct in the retail 
departments—this of course under the eye of a competent super- 
visor. When the warehouse is cut out, there will be no need for 
a stock ledger, nor is a purchase record required. In handling 
the drug store, no trouble will be found if distinction is made 
between the prescription and proprietary departments. The meat 
shop is a problem needing special study, but here, too, it is prac- 
ticable to apply the general idea as outlined. Of all the situa- 
tions in which the method is of value, perhaps the most noted is 
in the management of a branch store located at a distance from 
the warehouse, where everything that has been said in regard 
to the retail store can be adapted. In short, it has been demon- 
strated that the plan has almost universal application and only 
meets its Waterloo when it tackles the ice man. 
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By Lena E. MENDELSOHN 


There seems little doubt in the minds of thinking men and 
women that the degree of education and economic opportunity 
to be allowed to women is clearly evidenced in the present day 
attitude of universities, technical schools, business and professions 
of recognized standing; and that the measure of women’s in- 
tellectual attainments has ceased to be a mere matter of conjecture. 
Inevitably there will be growing opportunities for women who 
qualify, and the number already engaged in business and pro- 
fessions will be considerably increased. And, since women are 
entering nearly every profession, it is reasonable to assume that 
they will become associated with the practice of accountancy. A 
few women are already in practice, and a few others have seri- 
ously taken up the study of accountancy, with the view of be- 
coming practitioners at some future time. These students, in 
general, stand well in their classes, and so far they seem to 
absorb the gist of what they are taught. 

Accountancy, as a recognized profession, is still comparatively 
young in this country, but it has already set high standards— 
largely through the organized efforts of the American Institute 
of Accountants. More is now expected of the accountant than 
ever before, and because many of the profession have met this 
broader demand and have shown that the services of the prac- 
titioner must extend well over the field of business activity, the 
candidate for professional standing must have in his mind’s eye 
a constantly growing ideal of ultimate achievement. 

Much has been written in recent years, by men who have 
made reputations as accountants, on the desirable and necessary 
qualifications of a successful practitioner, and, while each writer 
expresses himself in his own style, the gist of it all is this: 

That the successful accountant must possess character, integ- 
rity, personality, tact, education, ability, technical training and 
practical experience. In addition to all these qualifications he 
must have a mind that can analyze and see through as well as 
into conditions. 





*A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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The reasons for all this are very apparent. 

Character, integrity, personality, tact, education and ability 
are essential to real success in any profession, and there is no 
reason why accountancy should be excepted; and, since these 
various qualifications are not peculiarly restricted to men, it is 
reasonable to assume that women can measure up to the required 
standard on these counts. 

An analytical mind, combined with technical training in ac- 
counting theory and practice, and business experience may easily 
be termed “an efficient combination.” 

Technical training in accounting theory and practice may be 
acquired to a considerable degree by either men or women of 
intelligence and education who have a liking for accountancy. 

An analytical mind must be possessed. It may belong to men 
and women, and may be cultivated to a high degree. 

Practical experience that extends well over the field of busi- 
ness activity becomes an accountant’s qualification only after years 
of contact with and observation and study of various types of 
business organization. Of course, the woman in practice has not 
yet accumulated that complete experience in the large sense of 
this phrase; but she hopes to grow as the years pass, and, on the 
theory that the fittest survive, she will absolutely need to keep 
growing in order that she may come up to the required standard 
of professional efficiency. 

The educational and technical training for accountancy in- 
volves too much work of a serious nature to hold the woman 
who is not in earnest, and who is not stimulated by natural love 
of and interest in this science. The unfit naturally drop out after 
the first year of study. 

It is a long way from the balancing of the books of small shops 
to the preparation of a complete set of financial exhibits for a 
large mercantile or manufacturing corporation, but even that dis- 
tance can be spanned. Constructive work, study, time and experi- 
ence will do it. 

To become an accountant one must know the theory of 
accounts. The principles of the theory of accounts are fixed, but 
at the same time are susceptible of different methods of applica- 
tion; and an analytical mind will consider these various methods 
as worthy of consideration on their individual merits. Specific 
cases require specific remedies. Several of the best known writers 


108 








A Woman’s Mind as Applied to Accountancy 


on corporate organization and accounting say that in the treat- 
ment of many corporate transactions practice—and good practice 
—is not uniform, although the final result is, of course, the same. 
This is just as applicable to a partnership or a single proprietor- 
ship. 

The analytical mind, equipped with technical knowledge, will 
clearly see the relation of the profit and loss phase of any enter- 
prise to the problem of valuation, or, in other words, the causes 
affecting net worth, and will reach conclusions in logical sequence. 

To cite a few typical examples: 

Depreciation, so highly important in its effect on valuation and 
profit and loss is, in turn, affected by many factors; and these 
factors enter into the rate and treatment of depreciation. The 
balance-sheet may show several kinds of fixed assets, such as 
brick buildings, frame buildings, machinery, etc., each requiring 
different treatment so far as rates are concerned. It may also 
show intangible assets, such as patents and leasehold premiums 
which diminish proportionately to the lapse of time, and assets, 
such as ore bodies, which diminish proportionately to their con- 
sumption as an element of production. 

On the other hand stock-in-trade is not regularly affected by 
depreciation, and it must therefore be valued on a specific basis— 
that of its purchase or wholesale market price and according to 
well established practice either at cost or market, whichever is 
the lower. The equilibrium of relationship between the profit and 
loss summary and balance-sheet would be maintained, no matter 
how the stock-in-trade were valued, but valuation at the selling 
price would result in taking into the current period profits on 
sales not yet effected—and this is not sanctioned by good practice. 

Again, the analytical mind must clearly see the difference 
between a sinking fund and its related reserve. The fund is 
actually set aside out of assets, usually added to at regular inter- 
vals and accumulated at interest for the purpose of meeting a 
debt or replacing wasting assets. When accumulated in full, it 
represents the means of liquidating debt or replacing assets. A 
reserve, on the other hand, is simply a book account. If it is a 
depreciation reserve, it is set up before the current profit and loss 
account is closed into surplus. If it is a sinking fund reserve, it 
is taken out of the surplus after the closing of current profit and 
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loss. It is set up to indicate the need of making provision for 
payment of a debt and is separated from general surplus so that 
it may not be considered available for dividends or other general 
needs. 

In addition to understanding principles and seeing through 
conditions as reflected by various accounts, the analytical mind 
will focus on the situations it meets and soon learn that each 
case requires special treatment, and that the accounting methods 
which would solve the problems of one organization may prove 
wholly inadequate when applied to different conditions. 
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Depreciation and Depletion in Relation to 
Income Tax Returns* 


By Gi_tBert NELSON 


Before commencing an essay on the subject of depreciation 
and depletion, it is advisable that the writer should set forth 
definitions of these two terms as they are understood in the 
income tax law. 

Depreciation is the amount of the decrease in value of physical 
property caused by wear and tear due to the use to which such 
property is put. 

Depletion means the reduction in value of properties, such as 
mines, timber limits, oil and gas wells, etc., owing to removal of 
natural resources. 


DEPRECIATION 


The most familiar examples of physical property are build- 
ings and machinery. If buildings and machinery would of them- 
selves stay good and efficient for certain known periods and then 
cease to exist, the subject of depreciation would be simple; but 
everything in this world either grows or decays, and therefore 
buildings and machinery must be kept up by renewals and replace- 
ments which of themselves prolong the life of the assets. Sup- 
pose a period of ten years was the known life of all buildings and 
machinery—then by dividing by 10 the yearly depreciation would 
be known. However, the renewals and replacements add to the 
life of the assets, and it is the life upon which the income tax 
law says the rate of depreciation must be based. As a guide in 
this matter, the law says that the depreciation for a specified year 
is the loss from wear and tear caused by the use to which the 
property has been put during that year, which has not been made 
good through expenditures for renewals and _ replacements 
and repairs deducted under the heading of expense for main- 
tenance and operation. This means if the life of a machine was 
10 years it is not permissible to write off one-tenth each year for 





*A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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depreciation and also include in maintenance and operation the 
cost of renewals and replacements and repairs which appreciably 
prolong the life. 

The cost of incidental repairs which neither add to the value 
of the property nor appreciably prolong its life, but merely keep 
the machine in an ordinarily efficient operating condition may be 
deducted as an expense. 

The depreciation—that is the amount measuring the decline 
in value of the physical property due to exhaustion, wear and 
tear—must be charged off on the books. 

The particular manner in which the amount shall be charged 
off is not material so far as the law is concerned, except that it 
must either be deducted directly from the book value of the 
assets or credited to a depreciation reserve account, and as such 
be reflected in the annual balance-sheet. 

From an accounting point of view a reserve for depreciation 
should be set up. 

No definite rate has been fixed for computing the allowance 
for depreciation on any class of property subject to wear and 
tear. The rate is based upon the life of the property. The 
matter of obsolescence is not to be taken into account, as when 
the property becomes obsolete a deduction for the loss sustained 
thereby will be allowed. The amount of this loss is the difference 
between the cost on the one hand and on the other any salvage, 
plus the amount of depreciation previously charged off, or which 
should have been charged off. 

So far we have only considered cases where it is possible to 
get the actual value of the assets to be depreciated. However, 
there are many cases where the valuation cannot be so exact, as 
in the case where real estate and buildings have been acquired 
for a lump sum, no segregation having been made of the cost of 
the buildings as separate from the cost of the ground on which 
the buildings stand. The law provides for such cases in the 
following manner, viz.: 

In cases where the actual cost of the buildings or improve- 
ments at the time they were taken over can not be definitely deter- 
mined, it will be sufficient, for the purpose of determining the 
rate of depreciation to be used in computing the amount which 
will be deductible from gross income, to estimate the actual value 
at the time acquired of buildings and improvements if acquired 
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after March 1, 1913, or the fair market price or value as of that 
date if the property was acquired prior to March 1, 1913, the 
value in either case to be reduced by the amount of depreciation 
previously sustained. 

The above rule applies where the improvements purchased 
with the real estate continue to be used; but where the improve- 
ments are torn down it will be held that there was no deductible 
loss. In such case it will be held that the value of the real estate, 
exclusive of the old improvements, is equal to the purchase price 
of the land and buildings. 

We now come to the consideration of cases where old build- 
ings are demolished or old machinery is scrapped, etc. Article 
155 gives us a guide in this matter. 

The deductible loss is to be found in the following manner: 
from the original cost deduct the salvage if any and the deprecia- 
tion which has been charged off or should have been charged off 
during each year prior to its destruction. It will be noted that it 
is not so much the question as to how much depreciation has been 
charged off in previous years as the question of what amount 
should have been charged off. 

It may be assumed that in the great majority of cases the term 
machinery covers a number of machines having varying years of 
life, and that depreciation has been calculated at a flat rate. Now 
when we commence to calculate the depreciation on a particular 
machine it would not be proper to apply the flat or average rate. 
Suppose we had two machines: one costing $3,000.00 with a 
life of 10 years, and one costing $6,000.00 with a life of 20 years. 
The depreciation was reckoned at $900.00 per annum, a flat rate 
of 10%. The 10% would be applied correctly to the $3,000.00 
machine, but the rate of the $6,000.00 machine was only 5%. This 
is only a simple illustration to show that the depreciation when 
scrapping or otherwise disposing of machinery must be calculated 
on the wear and tear of the particular machine and not on the 
average wear and tear of the whole plant as set forth in the flat 
rate. 

There are many concerns which show depreciation written off 
during the last year or two, but previous to that no proper atten- 
tion was paid to the matter. In such cases it would not be proper 
to decide off-hand that no depreciation had been allowed, for an 
examination might show that though no depreciation, as such, had 
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been written off, still there had been renewals and replacements 
charged directly against operations amounting substantially to the 
amount of depreciation chargeable against such years. In such 
a case the phrase in article 162 would apply, viz.: 

“Amount of depreciation charged off or which should have 
been charged off.” 

Article 165 gives the procedure to be followed in cases where 
by underestimating the life of the property or overestimating the 
rate of deterioration an amount in excess of the yearly deprecia- 
tion has been taken. The rate applicable to future years should 
at once be reduced and the balance of the cost of the property 
not provided for through a depreciation reserve should be spread 
over the estimated remaining life of the property. 

It would be only reasonable to assume, should it develop that 
the rate of deterioration had been underestimated, that adjust- 
ment could be made upon the same lines as above. 

In making such adjustments one would have to be prepared 
to show that tiie original rates were made in good faith, and that 
it was only through later and more complete knowledge that the 
rate now claimed was established. , 

Depreciation set up on the books and deducted from gross 
income cannot be used for any purposes other than in making 
good the loss sustained by reason of the wear and tear of the 
property with respect to which it is claimed. 

A deduction claimed as depreciation cannot measure a loss 
and at the same time be used in the payment of dividends. 

Investments made in extensions, additions or betterments of 
the company’s own property, representing part or whole of the 
depreciation reserve account will not be considered a misuse or 
diversion of the depreciation deduction otherwise allowable. 

This clause of the law appears somewhat ambiguous, and in 
my opinion means that money set aside for reserve for deprecia- 
tion may be used for extensions, additions or betterments of the 
company’s own property. 

DEPLETION 


The term depletion is used in regard to the decrease in natural 
deposits such as are found in oil and gas wells, mines, timber 
limits, etc. 

The theory of the income tax law is that through an aggregate 
of annual depletion deductions the owner or operator shall secure 
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the return of the amount of capital actually invested or an amount 
not in excess of the fair market value, as of March 1, 1913, of 
the properties owned prior to that date. 


O1t or GAS PROPERTIES 


For the purpose of determining the amount of capital to be 
returned through annual deductions, operators may be divided 
into two classes: operators who own the fee and operators who 
own 2 lease or leases. 

Take first operating fee owners. The amount returnable 
through the aggregate of annual depletion deductions is the fair 
market value of the property (exclusive of the amount of physi- 
cal property) as of March 1, 1913, if acquired prior to that date, 
or the actual cost of the property if acquired subsequent to that 
date, plus, in either case, the cost of development (other than the 
cost of physical property incident to such development), up to the 
point at which the income from the developed territory equals or 
exceeds the deductible expenses. After which time such inci- 
dental expenses as are paid for wages, fuel, repairs, hauling, etc., 
in connection with the drilling of wells and further developments 
of the property at the option of the operator may be deducted as 
an operating expense or charged to capital account. If the 
decision is made to charge such incidental expenses to capital 
account, such expenses as are represented by physical property 
may be taken into account in determining a reasonable allowance 
for depreciation during each year until they have been ex- 
tinguished. The law specifically says that in the case of a going 
or producing business, the cost of drilling non-productive wells 
may be deducted from gross income as an operating expense. 

In determining the amount of capital to be returned through 
annual deductions in the case of a lessee, the capital is the amount 
paid in cash or its equivalent as a bonus or otherwise by the lessee 
for the lease, plus all expenses incurred in developing the prop- 
erty (exclusive of physical property) prior to the receipt of in- 
come therefrom sufficient to meet all deductible expenses. After 
this, all incidental expenses in the drilling of wells and further 
development of the property can be treated in the same manner 
as outlined for the operating fee owner. 

After deciding upon the capital to be accounted for by annual 
depletion deductions, we now consider the manner of ascertaining 
the annual depletion. 
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The owner or lessee must make an estimate, subject to the 
approval of the commissioner of internal revenue, of the probable 
quantity of oil or gas contained in or to be recovered from the 
territory with respect to which the investment is made. The in- 
vested capital (ascertained as outlined in preceding paragraphs) 
will be divided by the number of units of oil or gas shown in the 
estimate referred to above, as submitted to the commissioner of 
internal revenue, and the quotient will be the amount of capital 
invested in each unit recoverable. This quotient when multiplied 
by the number of units removed from the territory during any 
one year will be the amount which may allowably be deducted 
from the gross income of that year on account of depletion of 
assets or as a return of invested capital. Annual deductions for 
depletion may be made on this basis, until the total of such deduc- 
tions equals the amount of capital invested. 

There is a provision in the law which makes it imperative 
that an accurate ledger account be kept to which shall be charged, 
in the case of operating fee owner, the fair market value, as at 
March 1, 1913, or the cost, if purchased subsequent to that date, 
of the oil or gas property, plus cost of development (other than 
cost of physical property), up to the point of expense paying 
production ; and in the case of the lessee the amount actually paid 
for the lease, plus cost of development (other than cost of physical 
property), up to the point of expense paying production. This 
account can be credited direct or a reserve for depletion can be 
set up and credited with the amount claimed and allowec each 
year for depletion. When the credits or reserve account equal 
the amount of the charges of this account no further deductions 
for depletion will be allowed. 

In those cases where the quantity of oil or gas in the property 
cannot be determined with any degree of certainty, the basis of 
deduction for depletion or return of capital will be the reduction 
in flow and production as compared with the preceding year. 

The reduction in flow, if any, of new wells or new groups of 
wells brought in during the taxable year is ascertained as follows: 

The well or wells should be tested as soon as they have reached 
the stage of settled production or regular flow, and then tested 
again at close of taxable year. Any decline in flow so indicated 
will be reduced to a percentage basis and a like percentage of the 
capital invested will constitute an allowable deduction. 
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MINES 
A distinction is made between owners and lessees. 
Mine owners 


For the purpose of determining the amount of capital to be 
returned through annual deductions, if the property was acquired 
prior to March 1, 1913, the salable value, en bloc, of the entire 
deposits of minerals contained in the property as of March 1, 
1913, must be taken. Cost of improvements and developments 
must not be taken into account. This estimate must in all cases 
be subject to the approval of the commissioner of internal 
revenue. 


If the fair market value as of March 1, 1913, cannot be ascer-- 
tained, the original cost of the mineral deposit may be taken, 
allowance being made for the minerals which may have been 
removed prior to that date. 


Where a mineral property was acquired subsequent to March 
1, 1913, the actual cost may be taken. The commissioner of inter- 
nal revenue has the right to inquire into the purchase to ascertain 
it there was a bona fide purchase, and to determine that there 
was no fictitious or inflated price. 


Lessees 


A lessee is not entitled to any depletion deduction as such, but 
if a lessee, in addition to royalties, pays a stipulated sum for the 
right to explore, develop and operate a mine, such sum may be 
spread ratably over the estimated units in the mine, and thus deter- 
mine the amount of invested capital or bonus payment applicable 
to each unit. 

We now consider the manner of ascertaining the annual deple- 
tion. This method will be followed annually until the aggregate 
of the amounts claimed and allowed for depletion equals the sum 
of the invested capital, after which no claim for depletion will be 
allowed. 


Owners 


The en bloc value, determined when ascertaining the invested 
capital, divided by the number of units contained in the property, 
as shown in the report to the collector of internal revenue, will 
determine the amount of capital applicable to each unit. The 
amount of capital thus shown multiplied by the number of units 
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mined and sold during the taxable year will determine the sum 
which may allowably be deducted from the gross income of that 
year on account of depletion. 


Lessee 

When the amount of the invested capital—that is, the amount 
invested in the bonus—is divided by the number of units con- 
tained in the mine as shown in the report to the collector of in- 
ternal revenue, the quotient will be the amount of capital invested 
in each unit. This quotient when multiplied by the number of 
units mined and sold during the taxable year will determine the 
sum which may be deducted from the gross income for that year. 

Both owner and lessee must keep an accurate ledger account 
which must be charged with the amount of invested capital as 
ascertained heretofore, to which account or to a depletion reserve 
account shall be credited the amount of depletion deduction 
claimed and allowed each year until such time as the sum of the 
credits shall equal the invested capital charged, after which time 
no claim for depletion deduction will be allowed. 


TIMBER OWNERS 


Owners who are both loggers and manufacturers must set up 
on their records the fair market value en bloc of the timber held 
by them at March 1, 1913, if acquired before that date. This 
value must be approved by the commissioner of internal revenue. 

The value so ascertained is divided by the number of feet 
(board measure), thereby establishing the unit of value of each 
board foot. 

The same rule applies to timber or lands purchased after March 
1, 1913, with the exception that in making the computation actual 
cost shall be substituted for the fair market value. 

This unit price, once established, cannot be increased except 
as new purchases are made at an average higher cost. 

The cost of the lumber sold during the taxable year is ascer- 
tained by multiplying the number of board feet sold by the unit 
price, and this amount is permitted to be excluded from gross 
receipts or through a charge to manufacturing, until the time when 
the total of such yearly amounts equals the total of the fair mar- 
ket value or cost, as the property was acquired before or after 


March 1, 1913. 
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If this fair market price includes the land as well as the tim- 
ber thereon, at the end of logging operation the stump lands 
remain as an asset. When this asset or other salvage is disposed 
of the amount realized is to be treated as income for the year in 
which the property was sold. 

Should the timber lands be sold en bloc, the gain or loss will 
be established on the basis of the difference between the fair mar- 
ket value or cost and the selling price, as the property was ac- 
quired before or after March 1, 1913. 
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Acceptances in Retail Business* 
By W. G. AVERY 


It is hardly necessary on this occasion to approach the subject 
of acceptances from an academic point of view, in consideration 
of the assumption that you are all familiar with that phase of the 
question. 

The main object of this address is to show that the acceptance 
is a feasible instrument of credit in practically all lines of com- 
mercial business. 

The opinion was expressed to me a short time ago that we in 
this country are starting at the wrong end in advocating its use. 
The retailer is the one who finances the largest number of com- 
mercial transactions and comes in contact with the buying public. 
If we can persuade the latter to recognize the acceptance as a 
medium of exchange, we shall have accomplished a great deal 
toward the end desired. 

RETAIL TRADE ACCEPTANCES 


In European countries, especially in France, the public has 
been educated in this idea for very many years. There the cus- 
tomer who buys on credit signs a slip for his purchases, which is 
virtually a trade acceptance. If such a custom can in time be 
inaugurated here, we shall have the foundation from which to 
work up to the manufacturer, instead of commencing with him as 
we now are trying todo. The simple signature of the customer to 
the charge slip made out by the salesman is virtually an accept- 
ance without a due date, but we might, it seems to me, make a 
beginning in that way. 

The thin end of the wedge thus having been inserted, in spite 
doubtless of strong protests amounting to almost a revolution on 
the part of the stronger and fairer element of the community, I 
do not think that the retailer himself, and then the wholesaler 
and manufacturer, would have any legitimate excuse to stay out. 


THE FARMER’sS PURCHASES 
Suppose we take the case of the farmer who has been in the 
habit of buying his machinery on the instalment plan, with its 


* An address before the New York State Society of Certified Public Accountants, 
December 9, 1918. 
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increased cost to him, representing the usual addition to the price 
of the article for the accommodation, interest, collection charges, 
etc. 

I think a plan could be evolved whereby he could give his 
trade acceptance for the full purchase price, which could be 
secured by a lien on the purchase and would be paper eligible for 
rediscount by the holder. The expense of the discount borne by 
the acceptor would be very much less than that of the higher 
price he had to pay for buying on the instalment plan. The 
retailer holding the acceptance would have a negotiable instru- 
ment, the proceeds of which he could use to take up the acceptance 
he had given to the wholesaler or manufacturer. This may sound 
somewhat idealistic, but a plan has nevertheless been worked out 
very carefully somewhat along these lines, taking into consid- 
eration all contingencies. The details would be too numerous to 
consider within the short time allotted here, nor am I at liberty 
to discuss it, as the matter was outlined to me confidentially. 


SOME OBJECTIONS 

Many retailers make the objection that the trade acceptance 
is merely a means by which the wholesaler or manufacturer finan- 
ces himself at the expense of the retailer’s credit. A good defi- 
nition of the trade acceptance is that it is “the buyer’s written 
acknowledgment of a current business debt, payment of which 
is not yet due.” This definition effectually silences this objection, 
in that it points out that the retailer who intends to pay his bills 
need have no adverse sentiments about signing an acceptance, 
because it is merely an acknowledgment of his obligation. 

Another objection often raised to the signing of an acceptance 
is the fact that the acceptor thereby has his name on paper which 
gets on the open market. This in itself should certainly be no 
objection, for the reason that it places the acceptor on record as 
agreeing to pay his obligations on a definite future date. You 
will realize very easily that a financial statement showing accept- 
ances payable is regarded much more highly than one showing 
accounts payable. I do not know whether it is within your prov- 
ince to advise your clients in addition to auditing their accounts, 
but I imagine it does not come amiss in many cases. This being 
so, you have exceptional opportunities for encouraging the use of 
acceptances, and I therefore want to lay before you a few argu- 
ments in support of the instrument. 
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FLUIDITY OF CREDIT 


We have to consider the subject principally from the points 
of view of the buyer and the seller, for the purpose of this ad- 
dress. These arguments are possibly somewhat time-worn, but 
there may be some among them that have not occurred to you. 
One of the main virtues of the acceptance system is that it makes 
for greater fluidity of credit. A merchant’s entire holding of 
acceptances can be sold, thereby converting all his sales into liquid 
and available capital. 

Loans based on accounts receivable are usually at the ratio 
of two to one, but acceptances are bought to the extent of 100 
per cent., based, of course, on the financial ratings of the names 
submitted. While touching upon this point, it may be well to 
mention that it becomes necessary sometimes for a merchant to 
sell his book accounts or to borrow against them specifically. 
Companies are in existence which make a business of this, by tak- 
ing an assignment of the accounts. The rate of interest paid by 
the merchant for this accommodation varies sometimes from 8 to 
12 per cent. Not only does he obtain merely a percentage of the 
amount assigned, but he guarantees the payment of the accounts. 
In advertising their facilities, these companies are careful not to 
mention their rates, as compared to those for which acceptances 
can be sold or discounted. 
DiscoUNTs FOR CASH 





Heavy discounts for cash will, I think, be gradually eliminated 
by the use of acceptances. These discounts, as you know, run as 
high as 24 per cent. per annum, and are very often taken by the 
buyer illegitimately. Let me give you a few statistics. Among 
manufacturers the terms are usually 60 days less 2 per cent. for 
cash in 10 days. An investigation made some time ago resulted 
in demonstrating the fact that when bills are discounted instead of 
being paid in 10 days, they have averaged 15 days; and for those 
on which the option of 60 days has been taken, the average pay- 
ment is 75 to 80 days; and at least 10 per cent. require 90 days or 
more. 

Turning to wholesale distributors—the analysis indicated that 
generally speaking from 40 to 50 per cent. of buyers discount 
their bills within 15 days after purchase, while of those who exer- 
cise the 60 day option from 25 to 30 per cent. pay “promptly” 
(so-called) or within one month following the 60 day maturity. 
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Of the remaining 20 per cent. only about one-half pay in the 
period between three and four months after purchase, while the 
other half pay in from four to six months, or never. 

It can be readily seen, therefore, that it is better to sell on 
longer time with acceptances than on so-called short time with 
open accounts. 

COMMERCIAL PAPER 

As distinguished from commercial paper, the trade acceptance 
is more desirable in the eyes of a banker. In the first place it 
represents actually current transactions, the purchase and sale 
of goods. There are no means of ascertaining in many cases, the 
object for which the former is issued, and it may be simply accom- 
modation or may represent considerably overdue accounts. 

Another feature to be considered is the fact that by giving 
and taking acceptances a merchant is in the position of estimating 
definitely his financial position on a given date, thus being able 
to regulate his commitments accordingly. 


VALUE TO BUYER 

The buyer in most cases eventually becomes the seller, and it 
is therefore necessary for him to consider the matter from both 
sides. The features I have just enumerated may be taken more 
from the point of view of the latter, but there are others which 
are more or less vital to the buyer. He is stimulated to meet his 
payments promptly and this tends naturally to a general improve- 
ment in the management of his affairs, which in turn enhances 
his credit rating and financial reputation. The use of acceptances 
gives him a good argument in requesting them from his cus- 
tomers when he becomes the seller. By giving his acceptance, as 
stated before, he acknowledges the obligation, but that does not 
mean that he waives legal claim against the seller if the goods 
purchased are not up to specification. 


PossIBLE ExTENT OF USE 


While it is a mistaken idea that the trade acceptance system is 
applicable to all business transactions, it is a fact that billions of 
dollars worth of goods are to-day being sold on open account, 
which could be financed by the acceptance, and this would con- 
duce to better business methods, in that there would be a definite 
obligation, payable on a definite date and constituting a readily 
negotiable instrument. Thousands of firms are now using accep- 
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tances freely, and reports are received daily by the American 
Trade Acceptance Council, setting forth the satisfactory expe- 
riences of many of these firms. 

In Canada, as you all doubtless know, acceptances are used 
very freely and traded in extensively by the banks. Losses are 
very infrequent and experience has shown that when they have 
occurred, the cause has been a lack of proper care in scrutinizing 
the names thereon. 

You are in a better position than I to be familiar with the 
financial intricacies of different lines of business, and, therefore, 
better able to judge of the feasibility of acceptances in connection 
therewith. It seems to me, however, that there should be very 
few cases in which they cannot be used. 

At any rate, it is most desirable that we should endeavor to 
overcome objections wherever possible, as there can be no doubt 
that the trade acceptance will release an enormous amount of 
capital and at the same time place our financial structure on a 
sound credit foundation. 
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By Oswatp Lyon. 


In the last decade there has been a well sustained agitation 
throughout the United States for a uniform system of municipal 
accounts and this subject has received considerable attention at 
the hands of the National Municipal League, the New York 
Bureau of Municipal Research and the United States census 
bureau. Without doubt, one of the obstacles to be overcome in 
this accomplishment is the great difference which exists between 
the laws governing the finances of municipalities in the many 
states. 

A municipal corporation is a public corporation formed by a 
community for its own governmental purposes as in the case of 
a city, town or village. Chief Justice Marshall defined a public 
corporation as “such only as is founded by the government for 
public purposes where the whole interests belong to the govern- 
ment.” It should be remarked, however, that frequently some of 
the functions of a municipality are performed by private corpora- 
tions, as, for example, hospitals and schools. 

Whilst a system of accounts for a public corporation or 
municipality does not materially differ from that of a private 
corporation, identical methods of handling finances and recording 
transactions cannot be prescribed, in spite of the fact that the 
governing principles are the same. It may be said, however, that 
not the least of the objects in both cases are to narrate all transac- 
tions, reflect all conditions and fix the blame for dishonesty, 
extravagance and incompetence. 

Since a municipality does not endeavor to make a profit from 
its operations, but seeks only to perform a service at cost, it does 
not seem desirable that it should prepare and submit a profit and 
loss account for the information of the public. It is, however, 
essential that intelligible accounts be rendered annually, with 
logical classifications of all revenues and expenditures, and that 
they be published. Many municipalities prepare no balance-sheet 
and such statements as they present show lack of co-ordination. 





*A thesis presented at the November, 1918, examinations of the American Insti- 
tute of Accountants. 
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The following are some of the main features for consideration 
in the accounts of a municipality : 
1. General account, 
2. Current balance-sheet, 
3. Fund balance-sheet, 
4. Capital balance-sheet, 
5. Consolidated balance-sheet, 
6. Revenue and expenses, 
7. Revenue, collection and control of, 
8. Expenditures, control of and responsibility for, 
9. Appropriations, 
10. Sinking funds, 
11. Stores and equipment, control of, 
12. Payrolls. 


GENERAL ACCOUNT 
The general account would include: 


Assets Liabilities 
Cash Audited bills and payrolls 
Amounts due city: Warrants payable 
Taxes and water rents Loans in anticipation of taxes 
Delinquent taxes and water Reserves 
rents Any other liabilities 
Expenses prepaid Surplus 


Outstanding claims 

The surplus or deficit at the beginning of the year, subject to 
the difference between revenue and expenditures for the current 
year, would be the difference between the assets and liabilities. 
Revenue and expenditures account would narrate the details of 
this. 

From these two accounts the financial needs of the following 
year would be apparent. 

In considering future needs, cash, revenues, stores, etc., and 
the accounts and payrolls payable must not be confused with 
properties, permanent funds and the bonded debt. 

The purpose of the general account is perhaps better shown 
by the preparation of a current balance-sheet and fund balance- 
sheet. The former contains only those assets and liabilities which 
have to do with current service needs and the latter contains the 
following: 
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Debits: 
Balance of current fund cash over immediate demands. 
Outstanding accounts receivable. 
Unapplied balance of estimated receipts. 


Credits: 

Authorizations to incur liabilities (balance unexpended). 
Unencumbered balances. 

To the general account there should be appended a statement 
of the surplus account showing as charges or credits the changes 
which have taken place in the assets and liabilities during the year. 
The balance of this statement will agree with the balance of sur- 
plus as shown in the general account. 

CAPITAL BALANCE-SHEET 

Whereas a city possesses property, plants and equipment of 
many kinds it is advisable to prepare a capital balance-sheet show- 
ing those assets and the corresponding liabilities incurred therefor. 
This would include: 


Assets Liabilities 
Cash (for permanent properties Audited vouchers payable 
or capital liabilities) Certificates of indebtedness 
Assessments receivable Bonded debt 


Land, buildings, equipment, etc. Surplus 


Detailed records of each of the above items should be appended 
to the balance-sheet. 

The capital balance-sheet is necessary, for it shows how money 
voted for purchase of property and other purposes has been 
expended. It also is of special interest as comparing property 
with bonded debt, and, moreover, reflects the gradual increase in 
the value of the former as the latter decreases. There can be no 
logical argument in favor of eliminating this exhibit. 


CONSOLIDATED BALANCE-SHEET 


A consolidated balance-sheet might with advantage be prepared 
as an additional exhibit, for it would show all the elements 
appertaining to the city’s financial condition including estimated 
revenues, appropriations and reserves. 

The asset of assessments receivable appearing in the capital 
balance-sheet consists of charges for improvements against prop- 
erty owners, which expenditures are generally financed by the 
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issue of assessment bonds. Payments made on account of such 
improvements would be charged to “local improvements in prog- 
ress,” and when completed “assessments receivable” and “per- 
manent improvements” are charged and “capital account” is 
credited. 

Money received from assessments against property owners 
must, of course, be set aside to retire assessment bonds if these 
have been issued for the improvements. 

Land, buildings and other permanent properties should prefer- 
ably stand in the balance-sheet at cost, with a reserve for deprecia- 
tion set up. A detailed schedule should be appended. The prop- 
erty ledger would provide a perpetual inventory of real estate, 
buildings, etc., and the accounts therein should be credited with 
the depreciation of these assets. 

REVENUE AND EXPENSES 

At the end of each year a statement of revenue and expenses 
would include all revenues whether received or not and all 
expenses whether paid or not: 


Revenue Expenses 
Taxes (total levy for year, less Administrative expenses 
abatements ) Operating expenses 
Interest on taxes of year Bond interest 


Interest on deposits 
Department revenue 
Miscellaneous revenue 

Taxes received for prior years, receipts from assessments, 
sales of bonds and tax certificates are excluded from revenue, 
and outlays for improvements are eliminated from expenditures ; 
for these items clearly do not form part of the cost of running 
the city. Nevertheless, a full and efficient account should be pre- 
pared showing all cash transactions passing through the books 
of the city, as each of these statements performs a decidedly 
different function. 

REVENUE, COLLECTION AND CONTROL OF 


The revenue of a municipality is chiefly derived from taxes 
on property, but there is also a certain amount of revenue from 
miscellaneous sources. In the city of New York tax bills are 
typed in triplicate from the original tax rolls which are kept by 
the collector of taxes. The first copy is the advice to the tax- 
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payer, the second copy is receipted on payment and the third 
copy is delivered to the financial officer when the tax is paid. In 
addition, the chief financial officer retains a copy of the tax roll 
and holds the tax bills until they are put in the hands of the 
collector of taxes for collection. The collector of taxes makes 
a daily report of all collections to the financial officer, at the same 
time turning over to him copies of the paid tax bills, as above 
mentioned. The financial officer thereupon checks these tax bills, 
as paid, on the copy of tax roll. A periodical examination is 
made of unpaid bills in possession of the collector to see that the 
unpaid bills on hand correspond with items showing as unpaid 
on the tax roll. Records are kept in the office of the chief finan- 
cial officer in which are entered daily the items reported as 
received by the collector of taxes. The controlling account for 
taxes is charged from the original tax roll and is credited from 
the cashbook records of tax collections. Other revenues are 
controlled in very much the same way and engraved receipt 
forms, numbered by machines, are used in all departments, thus 
minimizing the possibility of dishonesty. 


EXPENDITURES, CONTROL OF AND RESPONSIBILITY FOR 


Every expenditure should be preceded by a formal requisi- 
tion for the goods to be supplied or service to be performed, 
which requisition would represent preliminary evidence of such 
expenditure and would bear the certificate of the individual 
initiating it. This would be followed by an authorization for the 
expenditure, provided the amount were covered by appropriation. 
A contract or order for the supplies or service would then be 
drawn in quadruplicate (one copy for file, two for the vendor and 
one for storekeeper or person directly concerned with service 
required). The vendor should render at least three invoices, 
one of which would be sent to the chief financial officer. 

When goods have been inspected and accepted and the invoice 
checked as to accuracy, a voucher would be prepared at once, 
duly certified by each responsible individual as to requisition, 
authorization, terms of contract, sufficiency of appropriation, cor- 
rectness of calculation, and “not already put in line for payment.” 
It will readily be seen that in this way a complete and indisput- 
able record of the transaction is obtained before the chief finan- 
cial officer certifies the voucher for payment. 
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This system appears to be entirely adequate. As’ soon as an 
order is issued or contract made the liability is charged to its 
proper amount in the appropriation or fund ledger, and later, when 
a voucher has been certified for the expenditure, it will likewise be 
entered in this ledger, but in a separate column, a third column 
being reserved for adjustments. From this account the contin- 
gent liability on any appropriation is at once ascertainable. The 
original appropriation, less vouchers charged, gives the unex- 
pended balance, and this balance less the contingent liability 
leaves the unencumbered balance. 

The appropriation and contract ledger balances are controlled 
by the general ledger accounts: appropriations, reserve for open 
market orders and reserve for contracts. 

It is desirable that a contract record of accounts with each 
contract be also kept. 

APPROPRIATIONS 


One of the distinctive features of a municipal corporation as 
compared with a private corporation is the keeping of appropria- 
tion accounts. These are not commonly met with in private cor- 
porations, railroads being one of the principal exceptions. Muni- 
cipalities are compelled by law to spend money only through 
authorized appropriations for the purposes named and not in 
excess of those appropriations. The comptroller and heads of 
departments are legally responsible for excesses. 

Appropriation accounts emanate from the budget of appro- 
priations, at the time of passing which these accounts are opened 
with a view to setting forth the liabilities and expenditures-on 
account of them. The total amount of the budget is charged to 
budget allowance and credited to appropriations. An account 
with each appropriation is kept in the fund ledger, the total 
of whose balances is agreed with the general ledger. 

A register of appropriation transfers should be installed. 


SINKING FuNpDs 


Sinking funds consist of investments, cash and accounts 
receivable which are set aside for redemption or amortization of 
indebtedness or obligations. Under the terms of a contract with 
bondholders it is incumbent upon a municipality to set aside or 
invest by annual instalments such sums as will accumulate, at 
maturity of bonds, in sufficient total to pay off or discharge the 
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principal of those bonds. In order that this fund may be held 
intangible it is usually provided that it be transferred to trustees 
or commissioners appointed for the purpose of controlling and 
investing the fund so that the bond principal will be accumulated 
and paid at maturity. Accounts of sinking funds should be kept 


both by the commissioners and the city. 
A sinking fund balance-sheet would include: 


Assets and instalments 
appropriated 
Cash 
Investments 
Premiums on investments 
purchased 
Amounts due sinking fund 


Liabilities and reserves 
Vouchers 
Warrants 
Reserve to meet funded debt 
Reserve to meet interest 
Free surplus 


Other assets 
Annual instalments appropri- 

ated from revenue but not 

paid 

Considering the items composing the above balance-sheet, we 
find that cash is the currency available for investment or to pay 
off liabilities. Investments are bonds, stocks, mortgages, etc., 
purchased or acquired, which should be itemized in the balance- 
sheet, thereby conveying all information desirable in order to 
judge their values. Premiums on investments purchased are 
self-explanatory. Amounts due sinking fund are the accounts 
receivable, pledged or accrued to the sinking fund. Annual instal- 
ments appropriated from revenue but not paid represent the cash 
authorized by the budget to be paid into the sinking fund when 
collected or borrowed. Liabilities and reserves are made up of 
unaudited vouchers, registered warrants unpaid and the excess of 
sinking fund assets and instalments unpaid over sinking fund 
liabilities. 

The journal entries necessary in formulating sinking fund 
accounts are: 


1. Sinking fund cash requirements. 
To reserve required to retire bonded debt at maturity. 


Entry made when sinking fund requirements are determined. 


2. Sinking fund cash, 
To sinking fund cash requirements. 
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Entry made when budget funds are received. 


3. Sinking fund investments (par value). 
To sinking fund cash. 


STORES AND EQUIPMENT, CONTROL OF 


In a private corporation it is very necessary that a close 
check be kept on all stores and equipment, and there is an even 
greater need of an adequate system to take care of this asset in 
a municipality where waste and extravagance so often run rife. 
Purchases of stores, equipment, tools, etc., should be posted from 
the invoice register to stores and equipment accounts in the gen- 
eral ledger and stores and equipment ledgers should be opened 
with an account for each class showing the usual particulars. 
Requisitions would be the authority for crediting the account 
affected in the ledgers. A perpetual inventory can be as well main- 
tained by a city as by a small corporation and frequent tests 
should be made of the various items, selected at random by a dis- 
interested checker. In all other respects the accounting provis- 
ions would be those which are usually adopted in an up-to-date 
business. 

PAYROLLS 

Probably one of the most neglected phases of municipal 
accounting in the past was the matter of payrolls and the lack 
of an efficient and indefeasible system of handling them. In New 
York the budget now specifies how appropriations for payrolls 
shall be spent and how payments for services shall be accounted 
for. All employees should be obliged to turn in daily or weekly 
a certified record of the service performed and the number of 
hours worked. In the case of gangs or other groups under fore- 
men and overseers, the latter should also certify to a record pre- 
pared by them of the time claimed and duties set forth by those 
employees under their supervision. The advantage of this pro- 
cedure is that the signer of a false certificate renders himself 
liable to prosecution. The record would perhaps vary somewhat, 
requiring to be adapted to the special needs of different depart- 
ments. 

A monthly departmental payroll should show the total amount 
expended in that month, the proportional appropriation allowance 
for that month, the total disbursed to date and the balance unex- 
pended for each division or schedule as fixed by the budget. In 


132 





Municipal Accounts 


addition to the certification of the foremen and overseers, as 
above mentioned, payrolls should be scrutinized and certified by 
the accountant of the department to which they apply and further 
certified by the head of that department in accordance with his 
legal duty. Finally, the payroll, after being thoroughly checked 
and compared with the budget by the comptroller would be 
passed for payment. 

It is more desirable to pay all employees by cheque than by 
cash, for in this way the signing of the payroll by each payee 
may be eliminated. 

GENERAL REMARKS 

The subject of municipal accounts will admit of extensive 
consideration and discussion. In conclusion the writer would 
suggest that for the benefit of the officers complete and accurate 
statistical reports of a municipality should be prepared period- 
ically in comparative form and accompanied by charts. The 
advantages to be derived from such a plan are so numerous and 
convincing as to require no comments here. 

It may be remarked that radical reforms have been accom- 
plished in the accounting procedure of municipalities during the 
last ten years as a result of the well directed efforts of various 
bureaus, 
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EDITORIAL 


Income Tax Experts 


Every wide-awake accountant knows that in the future prac- 
tice of his profession one of the principal factors will be the prepa- 
ration of income tax returns for corporations, partnerships and 
individual tax-payers. Whether the public approves or not an 
income tax is here to stay for a generation or two and probably for 
many generations. Therefore accountants, as the only logical 
interpreters of statistics, can safely look forward to a constantly 
increasing volume of income tax practice as the public comes to a 
comprehension of the truth that no one not an accountant can be 
trusted to prepare the reports upon which the tax must be assessed. 

In the term income tax we include of course excess profits tax, 
war profits tax and all other tax levies based upon the excess of 
income over expenditure of the corporate or individual taxpayer. 

Admitting then the practical certainty that the accountant must 
be the income tax advisor of the public we must also recognize 
that income tax practice will be one of the chief sources of revenue 
to the profession. Consequently it does not require the son of a 
prophet to see that it behooves the accountant to do nothing to 
jeopardize the development of a most important feature of present 
and future accountancy. Yet we frequently hear of persons de- 
scribing themselves as accountants doing the things which above 
all others will drive the taxpayer to seek advice and assistance 
elsewhere. 

The mails have been much burdened of late by circular letters 
emanating from accountants and pseudo-accountants of a general 
style and tenor somewhat as follows: 
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Bill Sikes & Co., certified public accountants, having made a special 
study of all the problems arising in the making of income tax returns, 
and having on their staff a large number of experts in all tax matters, 
are prepared to assist you to make up your tax returns. They can show 
how to avoid the payment of any more than the law requires. You may 
save thousands of dollars by employing them. Mr. Autolycus will be in 
your city on Thursday, January 30th, and will be glad to call upon you to 
explain the proposition. An interview implies no obligation. 

Unfortunately the type of letter quoted is not rare—nor is it 
always the production of some obscure practitioner or fly-by-night 
impostor. We have seen such letters from firms that should know 
better—much better. 

And, more unfortunately, there are many circular letters be- 
side which our specimen would shine as a very gem of ethical con- 
servatism. 

Is the accountant a fool or does he think he can fool the public 
all the time? Such letters as we have quoted have at least two 
effects. 

In the first place they do not state facts and no sane man of 
business could be expected to mistake the assertions for facts. 
Nobody knows all about income tax and in all probability nobody 
ever will. The experienced and reputable accountant knows more 
about tax returns than anybody else knows. but there are some 
things even he can learn. The man who says that he knows all 
things displays utter contempt for the perspicacity of his hearers. 

In the second place such circular letters appeal principally to 
the man who wishes to squirm out of paying his just obligation to 
the government. 

During the war there was a depth of patriotism and enthusi- 
asm spread over the country which overwhelmed even the usually 
dishonest, and there was not a serious amount of tax evasion. But 
with the approach of peace and the cessation of actual fighting 
many men who had not the vileness to defraud the government at 
war will revive enough of their innate dishonesty to evade the 
taxes of a government at peace. 

Circular letters such as we have quoted do not specifically say 
that the writers will assist the taxpayer to avoid payment of what 
he owes—but they certainly imply it. And their appeal will be 
only to that class to which tax evasion appears profitable and 
proper. 

Not long ago a young lawyer came into the office of this maga- 
zine and after presenting his card and explaining his peculiar 
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qualifications as a raveller of legal knots said: “I can show you 
how to avoid paying income tax—and you won’t run any risk.” 
At that point the interview terminated in an unusually abrupt 
manner. 

The point of this story is that any crook would dare to make 
so bald and bold an offer to persons whom he had never seen and 
whose circumstances at least would suggest a fair degree of com- 
mon decency. There must be many men to whom tax evasion is 
agreeable, or the expounder of false returns would find his occu- 
pation gone. 

We do not argue from this that all the accountants who adver- 
tise that they can prevent excess payments would consent to make 
up returns of a wilfully misleading nature—but the recipient of 
such a circular might well be pardoned if he inferred as much. 

A duty rests upon the American Institute of Accountants and 
all local organizations of accountants, and upon their individual 
members as well, to see that reprehensible advertisement in regard 
to income tax practice—and of course all other undesirable pub- 
licity in every field of professional labor—be absolutely prohibited. 
There will always be unworthy men who will pander to the de- 
sires of dishonesty, but ultimately the public will differentiate be- 
tween the good accountant and the bad as it has been necessary 
to make a sharp distinction between members of the bar. The 
reputable majority of accountants must exercise special care to 
avoid anything which is susceptible to misinterpretation. Doubt- 
ful solicitation of work by accountants obscures the dividing line 
between the good and the bad—and the public cannot be expected 
to penetrate such obscurity. 





For Those Who Fought 


The American people are much concerned today with the 
problem of employment for the discharged soldiers and for the 
great numbers of men and women thrown out of work by the 
closing of most of the manufacturing plants which were engaged 
on war contracts. Every trade and every profession—in these 
days trade always precedes profession in order of consideration— 
is expected to receive back the men who left at the call or the 
demand of their country. Some trades are doing so. Most pro- 
fessions are doing so. 
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Some professions, however, can do more and better than that, 
and it seems to us accountancy is particularly well situated to take 
into its ranks many of the returning soldiers and sailors who were 
not accountants in the past. Especially in the case of men so 
wounded as to preclude their participation in active physical effort 
it seems that accountancy may hold out an alluring opportunity. 
Of course it would be utterly foolish to think that every returning 
soldier or sailor would ever be able to do valuable accounting work. 
But if one man in every hundred has the education and ability 
which in the coming years may be expanded and augmented to a 
point of accounting efficiency it is surely worth while. There has 
always been a dearth of well qualified men in the profession. May 
not the coming scarcity of employment for any except the physi- 
cally active and the existing scarcity of accountants be made to 
offset each other to some extent? Accountancy offers good com- 
pensation and the work is attractive to those who have the neces- 
sary analytical mind. This thought is presented for the considera- 
tion of the profession and others interested. 
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Income Tax Department 
Epitep By JoHN B. Niven, C.P.A. 


The 1918 revenue act being still in the hands of the legislators, it 
would be premature to discuss its proposed features in these pages while 
they remain matters of uncertainty. On account of the delay in passing 
the bill, an extension of the present statutory date for filing will be 
inevitable. 

The only new material issued for general information on the subject 
of income taxes consists of the following treasury decisions: 


T. D. 2778 outlines the procedure in using certificates of indebtedness 
to pay these taxes. It is of interest to the taxpayer to note that the par 
of the certificates deposited must not exceed the amount of the taxes 
being paid; that matured interest coupons must be detached and collected 
by the taxpayer, but unmatured coupons must be left attached, any inter- 
est on which accruing to the taxpayer will be remitted by the federal 
reserve bank with which the collector deposits the certificates; and that 
certificates belonging to the taxpayer on hand in any federal reserve city 
may, with the consent of the collector, be deposited with the federal 
reserve bank at that point, and credit will be given therefor by the col- 
lector on the strength of the certificate of deposit of the bank. 


T. D. 2783 relates to the taxability of dividends received by holding 
companies from their subsidiaries, which to the extent that they accrued 
prior to January 1, 1913, are now declared by the supreme court to be 
not subject to taxation. . 


TREASURY RULINGS 


(T: D. 2778, Dec. 11, 1918) 


Instructions relative to acceptance of certificates of indebtedness for 
income and profits taxes 


To collectors of internal revenue and others concerned: 

Collectors of internal revenue are directed to receive at par United 
States treasury certificates of indebtedness of the tax series of 1919, 
dated August 20, 1918, and maturing July 15, 1919, and of series T, dated 
November 7, 1918, and maturing March 15, 1919, in payment of income 
and profits taxes when payable at or before the maturity of the certifi- 
cates. The amount, at par, of the treasury certificates of indebtedness 
presented by any taxpayer in payment of income and profits taxes must 
not exceed the amount of the taxes to be paid by him. Deposits of cer- 
tificates of indebtedness must be made by collectors with the federal 
“reserve banks of the districts in which the respective collectors’ offices 
are located. Such certificates of indebtedness may be accepted by the 
collector prior to the date the tax is due and in that case should be for- 
warded by the collector to the federal reserve bank to be held for account 
of the collector until the date the tax is due and for deposit on such 
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date. Certificates of indebtedness should be stamped as follows by the 
collector and when so stamped transmitted to the federal reserve bank 
by registered mail uninsured: 


54 0t6etnesbiadebaatedn —_ wer 
This certificate has been accepted in payment of income and profits 
taxes and will not be redeemed by the United States except for credit 
of the undersigned. 


Pe een Pepe ner ey pee niesbsiaced 
Collector of internal revenue for the........ district Of «0006-0 ie 


Each unmatured coupon attached to each such certificate of indebted- 
ness must be stamped across the face by the collector as follows: “Paid.” 

All coupons maturing on or before the date the tax is due must be 
detached by the taxpayer and collected in ordinary course, but all other 
coupons must be attached to the certificates and forwarded to the federal 
reserve bank. Any accrued interest to the date the tax is due not cov- 
ered by coupons detached as above provided will be remitted to the tax- 
payer by the federal reserve bank by cheque and the collector must furnish 
to the federal reserve bank the name and address of the taxpayer, the 
amount and serial numbers of the certificates presented in each case, the 
date of issue of the certificates, and the date the tax was due. Collectors 
shall in no case pay interest on such certificates nor accept them for an 
amount other or greater than their face value. Receipts given by col- 
lectors to taxpayers should show the amount of certificates of each 
series received in payment of taxes. 

The collectors should make in tabular form a schedule in duplicate 
of the certificates of indebtedness to be sent to the federal reserve bank, 
showing the serial number of each certificate, date of issue, and face 
value. Certificates of indebtedness accepted prior to the date the tax 
is due must be scheduled separately, and such date must appear on the 
schedule. At the bottom of the schedule there should be written or 
stamped “Income and profits taxes, $........ »’ which must agree with 
the total shown on the schedule. Such income and profits tax deposits 
must in all cases be shown on the face of the certificate of deposit 
(national bank form 15) separate and distinct from the item of miscel- 
laneous internal revenue collections (formerly called “ordinary”’), but it 
is not necessary to give the separation into corporation income, individual 
income and profits taxes. One copy of this schedule must accompany the 
certificates sent to the federal reserve bank and the other be retained by 
the collector. 

Until certificates of deposit are received from the federal reserve banks 
the amounts must be carried as cash on hand, and not credited as col- 
lections, as the dates of certificates of deposit determine the dates of 
collections. 

For the purpose of saving taxpayers the expense of transmitting such 
certificates as are held in federal reserve cities to the office of the col- 
lector in whose district the taxes are payable, taxpayers desiring to pay 
income and profits taxes by treasury certificates of indebtedness accept- 
able in payment of such taxes should communicate with the collector of 
the district in which the taxes are payable and request from him authority 
to deposit such certificates with the federal reserve bank in the city in 
which the certificates are held. 

Collectors are authorized to permit deposits of treasury certificates of 
indebtedness in any federal reserve bank with the distinct understanding 
that the federal reserve bank is to issue a certificate of deposit in the 
collector’s name covering the amount of the certificates of indebtedness 
at par and to state on the face of the certificate of deposit that the 
amount represented thereby is in payment of income and profits taxes. 
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The federal reserve bank should forward the original certificate of 
deposit to the treasurer of the United States, with its daily transcript, and 
transmit to the collector the duplicate and triplicate, accompanied by a 
statement giving the name of the taxpayer for whom the payment is made 
in order that the collector may make the necessary record and forward 
the duplicate to this office. 


(T. D. 2783, Jan. 7, 1919) 
Income tax act of October 3, 1913—Dectsion of the supreme court 


The appended decision (captions only) of the United States supreme 
court in the case of the Gulf O1l Corporation, petitioner, v. C. G. Lewellyn, 
collector of internal revenue for the 23rd district of Pennsylvania, is pub- 
a for the information of internal revenue officers and others con- 
cerned, 


1. TAXABILITY OF DIVIDENDS FROM SUBSIDIARY CORPORATIONS. 


Where a holding company owns all the stock of its subsidiary cor- 
porations except the qualifying shares of the directors, and the subsidiary 
corporations together with the holding company constitute a single enter- 
prise, the accumulated earnings and surplus of the subsidiary corpora- 
tions used by them as capital prior to January 1, 1913, do not become 
taxable income of the holding company when formally transferred to it 
as dividends. 


2. EFFECT OF THE DECISION. 


Though the holding company did not itself do the business of its sub- 
sidiaries and have possession of their property as in the Southern Pacific 
Company v. Lowe (247 U. S. 330) (T. D. 2730), the principle-of that case 
governs. 


3. JUDGMENT REVERSED. 


The judgment of the circuit court of appeals (245 Fed. 1) (T. D. 
2542) is reversed. 





E. J. Bishop announces that he has formed a partnership with Herman 
G. Brissman under the firm name of Bishop, Brissman & Co. with offices 
in the Globe building, St. Paul, and Wilmac building, Minneapolis. 





G. Charter Harrison announces that he has admitted Eric A. Camman 
into partnership under the firm name of G. Charter Harrison & Co., with 
offices at 31 Nassau street, New York. 





Sparrow, Harvey & Co. announce that Lewis C. Fuller has been 
admitted a member of the firm as of January 1, 1919. There is no 
change in the firm name. 





W. G. Adkins announces association with Herbert W. Adkins under 
the firm name of William G. & Herbert W. Adkins with offices in Chicago 
and Milwaukee. 





Edward P. Moxey & Co. announce the admission of Arthur T. 
Cameron, as member of the firm. 
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Epitep By SEyMour WaALTon, C.P.A. 
(Assistep By H. A. Finney, C.P.A.) 


INSTITUTE EXAMINATION 
NoveMsBeR, 1918 


In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in November, 1918, the reader is cautioned against accepting 
the solutions as official. They have not been seen by any of the examiners 
—still less endorsed by them. 


ACCOUNTING THEORY AND PRACTICE 
Part I 
Problem I: 

The following items appear on the balance-sheet of the American Pin 
Company, June 30, 1912: land, buildings, equipment, etc., $335,000; capital 
stock of the Bronx Pin Ticket Company, par $50,000; cost, $57,400; patents, 
$15,000; working and trading assets, $37,500; cash, $10,000; accounts 
receivable, $32,000; due from Bronx Pin Ticket Company, $375.82; deferred 
assets, $1,500; first mortgage 6% gold bonds payable, due 1922, $100,000; 
taxes accrued, $3,250; salaries and wages accrued, $4,327.82; accounts 
payable, $123,749.83; notes payable and interest, $80,125; interest accrued 
on first mortgage bonds payable, $2,500; reserve for depreciation of build- 
ing and equipment, $35,000; preferred capital stock outstanding, $75,000; 
— capital stock outstanding, $50,000; profit and loss surplus, $14,- 
823.17. 

The American Pin Company having acquired all the capital stock of the 
Bronx Pin Ticket Company, the balance-sheet of which appears below, 
it is proposed to merge the two companies as of July 1, 1912. 


Tue Bronx Pin Ticket CoMPANY 


Assets—land, buildings and equipment, etc., $260,000; capital stock of 
the Blauser Pin Tray Company carried at par, $35,000; patents, $22,625; 
working and trading assets, $10,000; cash, $10,365.27; accounts receivable, 
$37,943.86; sinking fund, $3,236.92; deferred charges to expense, $1,200. 
Liabilities and capital—first mortgage 5% gold bonds payable, due 1925, 
$50,000; taxes accrued, $2,750; salaries and wages accrued, $3,147.83; due 
to creditors $144,720.30; due to American Pin Company, $375.82; nates 
payable and interest, $31,372.53; interest accrued on first mortgage bonds 
payable, $1,250; reserve for depreciation of plant and equipment, $27,500; 
common capital stock outstanding, $50,000; profit and loss surplus, $69,- 
254.57. 

Prepare: ' 7 

(a) The entries on the books of the American Pin Company. 
(b) The entries on the books of the Bronx Pin Ticket Company. 
(c) Balance-sheet of the American Pin Company after the merger. 


Solution: 

The first thing to be noted is that the net assets of the Bronx Pin 
Ticket Company, as represented by its capital of $50,000 and surplus of 
$69,254.57, are $119,254.57, while on the books of the American Pin Com- 
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pany this entire value is carried at only $57,400. Therefore the American 
Pin Company owns an asset that is reputed to be worth $61,854.57 more 
than the amount at which it appears on the books of the American Pin 
Company. Since there is no intimation that the assets of the Bronx Pin 
Ticket Company are to be scaled down in any degree, their reputed value 
must be taken as actual. The result is that the American Pin Company 
increases its own net worth in the merger to the extent of $61,854.57, 
which must be expressed by an addition to its surplus. Whether this 
increase is due to profits accumulated for several years by the Bronx 
Company, or is partly due to its stock having been purchased below book 
value is not material. If the value is sufficiently good to appear in the 
surplus of one company it is equally proper in the surplus of the merger. 

There are three ways by which this increase may be put on the books 
of the American Pin Company. 


1. The Bronx Pin Ticket Company may declare a dividend of $61,854.57 
out of its surplus, charging surplus and crediting the open account of the 
American Pin Company. The latter would then charge the open ac- 
count of the Bronx Pin Ticket Company and credit surplus. This would 
reduce the capital and surplus of the Bronx Pin Ticket Company to 
$57,400, which would offset the investment account on the American Pin 
Company books, the two inter-company accounts being also offset. 


2. The American Pin Company may recognize the true_ condition of 
affairs by making an entry charging the investment account of Bronx Pin 
Ticket Company $61,854.57, and crediting surplus, thus bringing the in- 
vestment account to equal the capital and surplus of the Bronx Pin 
Ticket Company to be offset in the merger. 


3. The American Pin Company may take over the assets and liabilities 
of the Bronx Pin Ticket Company. The assets being $119,254.57 greater 
than the liabilities, the offsetting credits would be to the investment account 
of Bronx Pin Ticket Company stock $57,400.00 and to surplus $61,854.57. 
This recognizes the increase only as a result of the merger. 

Adopting the last method, the journal entries to be made by the 
American Pin Company would be: 


Land, buildings and equipment 260,000.00 
Patents 22,625.00 
Working and trading assets 10,000.00 
Cash 10,365.27 
Accounts receivable 37,943.86 
Deferred charge to expense 1,200.00 
Blauser Pin Tray Co. stock 35,000.00 
Sinking fund 3,236.92 
To Bronx Pin Ticket Co., open account 380,371.05 


To take over assets of Bronx Pin Ticket 
Co. as per minutes, etc. 
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Bronx Pin Ticket Co., open account 260,740.66 
To Ist mortgage 5% gold bonds 50,000.00 
Taxes accrued 2,750.00 
Salaries and wages accrued 3,147.83 
Accounts payable and interest 144,720.30 
Notes payable and interest 31,372.53 
Bond interest accrued 1,250.00 
Reserve for depreciation 27,500.00 


To assume liabilities and reserves of Bronx 
Pin Ticket Co. as per minutes, etc. 





The Bronx Pin Ticket Co. open account will now have a balance of 
$119,254.57 credit ($380,371.05 cr. less debits of the original balance $375.82 
and above entry of $260,740.66). The final entry would be: 


Bronx Pin Ticket Co., open account 119,254.57 
To Bronx Pin Ticket Co. stock 57,400.00 
Surplus 61,854.57 


To close investment account and to record 
increase in value of the stock. 


On the books of the Bronx Pin Ticket Company the journal entries 
would be: 





American Pin Co. open account 380,371.05 
To land, buildings and equipment 260,000.00 
Patents 22,625.00 
Working and trading assets 10,000.00 
Cash 10,365.27 
Accounts receivable 37,943.86 
Deferred charges to expense 1,200.00 
Blauser Pin Tray Co. stock 35,000.00 
Sinking fund 3,236.92 
Transferring assets as per minutes, etc. 
Bonds 50,000.00 
Taxes accrued 2,750.00 
Salaries and wages accrued 3,147.83 
Accounts payable 144,720.30 
Notes payable and interest 31,372.53 
Bond interest accrued 1,250.00 
Reserve for depreciation 27,500.00 
To American Pin Co. open account 260,740.66 


To record assumption of liabilities and 
reserve by American Pin Co., etc. 


(Note. In an examination I would not detail the assets and liabilities 
in these two entries, unless I had plenty of time, which is extremely doubt- 
ful. TI would say “To assets detailed as in previous entry $380,371.05” 
and “Liabilities detailed as in previous entry $260,740.66.”) 
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The final entry would be: 


Capital stock 50,000.00 
Surplus 69,254.57 
To American Pin Co. open account 119,254.57 


To close acounts. 


BALANCE-SHEET, AMERICAN Pin CoMPANY 


Jury 1, 1912 
Assets Liabilities 
Land, buildings Capital stock preferred 75,000.00 
& equipment 595,000.00 Capital stock common 50,000.00 
Less reserve 62,500.00 532,500.00 Surplus 76,677.74 
————. 6% bonds 1922 100,000.00 
Patents 37,625.00 5% bonds 1925 50,000.00 
Sinking fund 3,236.92 Notes payable & interest 111,497.53 
Blauser Pin Tray Co. Accounts payable 268,470.13 
stock 35,000.00 Bond interest accrued 3,750.00 
Accounts receivable 69,943.86 Taxes accrued 6,000.00 
Working & trading assets 47,500.00 Salaries & wages accrued 7,475.65 
Deferred charges 2,700.00 
Cash 20,365.27 


748,871.05 748,871.05 


Note: Not part of the answer. The treatment that has been given this 
problem would be possible only where all the stock was owned by the same 
persons and in the same proportions. If the stock-of the Bronx Pin Ticket 
Company were held by any one but the American Pin Company, there 
would have been conflicting interests that would have to be reconciled. Not 
knowing the status of the preferred stock, we could not venture an opinion 
as to the basis of reconciliation, but can merely point out that there is a 
great difference between the two companies as to capitalization and surplus. 
The difference in surplus may be explained by large dividends having been 
paid by one company and not by the other, or it may indicate an earning 
power on the part of the Bronx Pin Ticket Company that would entitle it 
to stock for goodwill. As it is we need pay no attention to it. 


Problem 2: 


The following problem is based upon the estimate cost system. No fac- 
tory ledger will be used, all accounts being kept on the general ledger. The 
business is the making of men’s clothes, and two principal materials will be 
used, fine woolens and plain woolens, of which stock records will be kept. 
Stock records will also be kept for finished goods. 
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(a) The following styles of clothing will be made, and they are esti- 
mated to cost: 


Style Style Style 

801 802 803 

Materials used $12.50 $8.00 $4.00 
Supplies, (linings, buttons, etc.) 3.00 2.50 2.00 
Labor 9.00 6.00 4.50 
Factory expenses, 60% 5.40 3.60 2.70 


$29.90 $2010 $13.20 


Note that the estimated costs are subdivided into four sections and that 
the accounts must be kept to record the corresponding subdivisions of 
operating costs. 


(b) The company starts with the following: 








Dr. Ce. 

Machinery and equipment $10,000.00 

Cash 40,000.00 
Capital stock $50,000.00 
(c) The purchases for the first month according to youcher record 

are: 
Materials, fine woolens, 2,000 yds. at $3.00 96,000.00 
Materials, plain woolens, 3,000 yds. at $1.50 4,500.00 
Rent of factory 500.00 
Lining, buttons and thread, etc. 3,400.00 
Salesmen’s commissions paid 700.00 
Office expenses 120.00 
Repairs to machines and equipment 350.00 
Electric power 440.00 
Oil, waste and other factory supplies 225.00 
$16,235.00 
(d) The payrolls are summarized as follows: 

Foreman and timekeepers 250.00 
Tailors, cutters, etc. (direct labor) 4,600.00 
Office and salesmen’s salaries 750.00 
Inspectors and other indirect factory wages 435.00 
$6,035.00 


(e) Depreciation on equipment is calculated at 1% per month. 


(f) The cutting room foreman reports having taken from stock and 
cut the following materials for use on garments in progress: 


1,400 yds. fine woolens 
2,200 yds. plain woolens 


(g) The tailoring foreman reports the following garments finished 
and placed in stock: 


Style No. 801 200 pieces 
“ “ 802 300 “ 
“ “ 803 200 “ 
145 








The Journal of Accountancy 


(h) The sales record is as follows: 


Invoice No. 1. Style No. 801 100 pieces $4,000.00 
» " ~~ 2 a * 2,000.00 
~ & _ * ee lUOUuCO 2,050.00 

P ~ ms “ 802 100 “ 3,000.00 
= ie st “ 82 wo “ 2,800.00 

" — ao * 450.00 

$14,300.00 


(i) Hint: make entry for cost of sales. 

(j) Received cash from customers, $9,000.00. 

(k) Paid out cash for wages, $6,035.00, and vouchers, $7,650.00. 

(1) Inventories at end of month. (In addition to stocks of raw 
materials and finished goods as shown by stock records.) 


Supplies, $1,000.00. 
Unfinished goods: 
Style No. 801, 50 pieces. 
All material cut. 
All supplies provided. 
Labor half completed. 
Style No. 802, 100 pieces. 
All material cut. 


Half of supplies provided. 
Half of labor finished. 


(m) Prepare balance-sheet and profit and loss account for the month. 
Add or deduct from cost of sales, when preparing profit and loss account, 
the unabsorbed labor, expenses, etc. 

(n) Show how balances of raw material and finished goods are made 
up. 

Solution: 

It is necessary to set up skeleton ledger accounts using estimated figures 
for all the cost records, the accounts being finished by the actual figures as 
taken from the financial books. If the estimate were exactly accurate the 
various accounts that represent work in progress would balance. Any 
discrepancies between the estimates and the actual figures will cause a 
balance, debit or credit, in the accounts of labor, etc., that are the ele- 
ments of the cost. The problem requires that these discrepancies be 
absorbed by adding them to or deducting them from the cost of sales; 
therefore no attempt is made to rectify the inventories of finished and 
unfinished goods on hand, which are taken at estimated cost. 

Materials account could be credited with the estimated amounts that 
would represent the cost of the material that should go into the product, 
and the discrepancy between estimate and actual figures would then appear 
in the material account. As the quantities issued and the prices are both 
known, the account will naturally be credited with the actual figures, with 
the result that the discrepancy due to errors in estimating material cost 
will be transferred to the account of work in progress. 

The inventories are given first so that totals may be used in each of the 
accounts. 
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Materials, 600 yards fine at $3.00 1,800 
800 yards plain at $1.50 1,200 3,000 
Supplies, as given in problem 1,000 
Finished goods, No. 801, 50 pieces at $29.90 1,495 
No. 802,100 “ “ 20.10 2,010 
Mma CUm”lCU®* 13.20 990 4,495 
Goods in progress 
No. 801, Material 50 pieces at $12.50 625 
Supplies ‘ "eS ae 150 
Labor “ “ = 45003) 2 
Overhead 60% of labor 135 1,135 
No. 802, Material 100 pieces at $8.00 800 
Supplies “ “ “ 1.25(%) 125 
Labor “ “ —3.00(%) 300 
Overhead 60% of labor 180 1,405 2,540 
Total 11,035 
MATERIAL 
Vouchers, 2,000 yds. fine @, Work in progress 1,400 yds. fine 4,200 
$3.00 6,000 ae . 2,200 “ plain 3,300 
” 3,000 “ plain @ 1.504,500 Balance, inventory 3,000 
10,500 10,500 
Balance 3,000 


WorK IN Procress 


Material 1,400 yds. fine $3.00 4,200 
2,200 “ plain 1.50 3,300 
Supplies: finished goods 1,750 
Unfinished 275 2,025 
Labor: finished goods 4,500 
Unfinished 525 5,025 
Factory expense: 
Finished goods 2,700 


Unfinished 315 3,015 
17,565 
Balance inventory 2,540 


Finished goods: 
No. 801—200 @ $29.90 * 5,980 
802 300 @ 20.10 6,030 
803 200 @ 13.20 2,640 


Inventory, balance 2,540 

Adjustment account, difference 
material 375 
17,565 
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Vouchers 


Balance, inventory 


Cash, tailors, cutters, etc. 


Adjustment account for 
difference 


Cash, foreman, etc. 
“ inspectors, etc. 
Vouchers, rent of factory 
“ 
etc. 
electric power 
oil, waste, etc. 
Depreciation, equipment 


“ 


SUPPLIES 
3,400 Work in progress, viz: 


801 finished 200 @ $3.00 600 
802 “ 300@ 2.50 750 


803 “ 200 @ 2.00 400 
801 unfinished 
50@ 3.00 150 


802 “ %100@ 1.25 125 


Inventory 
Adjustment account for 


3,400 


1,000 


difference 


Dreect Lasor 
4600 Work in progress, viz: 


425 


5,025 








No. 801 fin- 


1,750 


275 


ished 200 @ $9.00 1,800 


No. 802 fin- 


ished 300 @ 6.00 1,800 


No. 803 fin- 


ished 200 @ 4.50 900 4,500 


—— 


No. 801 un- 


finished 1/3 50@ 4.50 225 


No. 802 un- 


finished %100@ 3.00 300 525 


Factory Expense 
250 Work in progress 


435 
500 


repairs to machinery, 


350 
440 
225 
100 


Adjustment account for dif- 


ference 


715 


3,015 
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60% of $4,500 labor 
60% of $525 labor 


5,025 


2,700 
315 


3,015 











Students’ Department 


FINISHED Goops 


Work in progress estimate: Cost of sales, estimate: 
No. 801 200 @ 29.90 5,980 No. 801 150 @29.90 4,485 
802 300 @ 20.10 6,030 802 200@20.10 4,020 
803 200 @ 13.20 2,640 803 125 @ 13.20 1,650 10,155 
Balance, inventory 4,495 
14,650 14,650 








Cost or SALES ADJUSTMENT 























Finished goods, cost estimate 10,155 Labor adjustment 425 
Material adjustment 375 Factory expense adjustment 715 
Supplies adjustment 375 Sales, adjusted cost 9,765 
10,905 10,905 
SALES 
Cost of sales, adjusted 9,765 Sales record 14,300 
Gross profit to profit & loss 4,535 
14,300 14,300 
Prorit AND Loss 
Office & salesmen’s salaries 750 Gross profit from sales 4,535 
Salesmen’s commissions 700 
Office expense 120 
Net profit to surplus 2,965 
4,535 4,535 
CasH 
Capital paid in 40,000 Vouchers paid 7,650 
Accounts receivable 9,000 Payrolls 6,035 
Balance 35,315 
49,000 49,000 
Balance 35,315 
VoucHERS PAYABLE 
Cash 7,650 Voucher record 16,235 
Balance 8,585 
16,235 16,235 
Balance 8,585 


149 








eee 





a eR RR enn 


ce a aN ce Paes ag ae 


The Journal of Accountancy 


Accounts RECEIVABLE 


Sales record 14,300 Cash 
Balance 
14,300 
Balance 5,300 
BALANCE-SHEET (Date) 
Assets Liabilities 
Machinery & equipment 10,000 Capital stock 
Less reserve 100 9,900 Surplus 
Material 3,000 Vouchers payable 
Supplies 1,000 
Work in progress 2,540 
Finished goods 4,495 11,035 
Accounts receivable 5,300 
Cash 35,315 
61,550 











61,550 








Although it may not be expected, it is well to give a profit and loss 
statement. This may be based on estimated figures with adjustments of 
the goods sold, as requested in the problem, or on the actual figures from 


the financial records. 


Prorit AND Loss, MontTH oF—— 


Sales 

Cost of sales, estimated : 
Material 
Direct labor 
Supplies 
Factory expense 


Less inventory goods in progress 


Estimated cost of goods made 
Less inventory finished goods 


Estimated cost of goods sold 
Adjustments 
Deduct labor over-absorbed 
Factory expense over-absorbed 


150 


7,125 
5,025 
2,025 
3,015 
17,190 
2,540 
14,650 
4,495 


10,155 


425 
715 


1,140 


14,300 
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Less material unabsorbed 375 
Supplies ” 375 750 390 
Actual cost of goods sold 9,765 
Gross profit 4,535 
Selling and general expense: 
Office and salesmen’s salaries 750 
Salesmen’s commissions 700 
Office expenses 120 1,570 
Net profit for month 2,965 
Prorir AND Loss, MONTH OF 
Basep ON ACTUAL FIGURES 
Sales 14,300 
Cost of sales 
Material 10,500 
Less inventory 3,000 7,500 
Labor 4,600 
Supplies 3,400 
Less inventory 1,000 2,400 
Factory expense 
Rent 500 
Repairs 350 
Inspectors’ wages 435 
Power 440 
Oil, waste, etc. 225 
Foreman and _ timekeepers 250 
Depreciation 100 2,300 
16,800 
Less goods in progress inventory, estimate 2,540 
Cost of goods made 14,260 
Less finished goods inventory, estimate 4,495 
Cost of goods sold 9,765 
Gross profit 4,535 
Selling and general expense 
Office and salesmen’s salaries 750 
Salesmen’s commissions 700 
Office expenses 120 1,570 
Net profit for month 2,965 
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Problem 3: 
A dealer in foreign exchange finds from his books that he has had the 
following transactions in London exchange during a particular month, viz.: 


Exchange bought in local market: 
Jan. 1 30-day bill, payable in London £300 @ 4.75 
Jan. 15 Bill due at sight in London £2,500 @ 4.76 


Exchange sold in local market: 
Jan. 5. Bill due in London at sight £1,000 @ 4.77 
Jan. 20. Cable transfer £2,000 @ 4.78 


Foreign correspondents’ draft honored and paid: 
Jan. 20 Bill at 30 days after sight accepted Dec. 21st 
£500 @ 4.78 
State how the balance on the account stands at the close of the month, 
and how much profit or loss has been derived from the transactions. (At 
Jan. 3lst the rate for cable transfers is 4.80.) Is the profit or loss so 


stated final? 


Solution: 

Although the problem asks only for the balance at the close of the 
month and the profit or loss from the transactions, it is probable that the 
whole account is desired, as it would have to be set up any way. 

There are two ways of keeping foreign exchange accounts. The first 
one, which is prevalent in the United States, records the transactions in 
both currencies at the actual figures, the foreign currency columns con- 
stituting a running inventory. As in an old fashioned merchandise ac- 
count the inventory is valued at the end and the domestic currency balance 
is adjusted to the inventory value by a debit or credit to exchange ac- 


ceunt. The account would be as follows: 











SSS tte enentiramnaecmenn a 


ET ee 





! LonpON CORRESPONDENT 
| Jan. 1 30-days £300 $1,425 Jan. 5 sight £1,000 $4,770 
) 15 sight 2,500 11,900 20 cable 2,000 9,560 
20 cash 500 2,390 31 Balance @ 
4.78 300 =1,434 
a Ge en. 49 
£3,300 $15,764 £3,300 $15,764 
Feb. 1 Balance 300 - 1,434 


The other plan, said to be prevalent in Canada, reduces all the trans- 
actions to a par of $4.8665 to the pound sterling by entries on the registers 
of bought and sold drafts, debiting or crediting exchange, as follows: 


em Ree 





7 Boucut REGISTER 

: Ce. 
qi Date Name Rate £ s.d. Cost Par  Dr.exch. exch. " 
i Jan. 1 475 300 0.0. 1,425 1,459.95 34.95 { 
15 4.76 2,500 0.0. 11,900 12,166.25 266.25 

21 Acceptance paid 4.78 500 0.0. 2,390 2,433.25 43.25 
i! 3,300 0.0. 15,715 16,059.45 344.45 
} | 
ti 152 
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Sop REGISTER 
Jan. 5 4.77 1,000 0.0. 4,770 4,866.50 96.50 
20 4.78 2,000 0.0. 9,560 9,733.00 173.00 
31 Inventory balance 4.78 300 0.0. 1,434 1,459.95 25.95 





3,300 0.0. 15,764 16,059.45 295.45 
The balance of the entries to exchange is $49.00 as by the other plan. 
“he sterling and the par columns would be posted to the ledger daily and 
the balance carried down January 31 would be £300.00, $1,459.95. 

The balance at the end is valued at 4.78, the cost of the last debit item, 
and not 4.80, which is the highest selling price. 

The profit as shown is not final. The balance on hand may not realize 
4.78. Even if it did, there would still be interest on the 30-day bill of 
January 1, and on the overdraft caused by the bill due at sight in London 
on January 5 and not covered until January 15 and also by the cable trans- 
fer of January 20 which would not be covered until the sight draft sent 
January 15 reached London. The London correspondent may also charge 
a commission for handling the business. 


Problem 4: 

A distinction is made between funded debt and unfunded debt. Please 
define and compare, discussing the advantages and disadvantages, if any, 
attaching to each. 

Solution: 

The distinction between funded and unfunded debt is founded on the 
length of time within which the debt is payable. Montgomery speaks of 
“funds and other permanent investments.” Dickinson speaks of “per- 
manent or long term loans or funded debt—as representing permanent 
capital.” 

As long term loans are usually in the shape of bonds due at a fixed 
time in the more or less distant future or redeemable at the pleasure of 
the issuing corporation, the term “funded debt” is generally considered to 
mean bonded debt or at least long time mortgage liability. 

The great advantage of a funded debt is that the concern that owes it 
does not have to provide ways and means for meeting it as a present 
proposition, whereas unfunded debts have to be met within three or 
four months, either by payment or by renewal. The funded debt guar- 
antees to a corporation a certain amount of loan capital at a fixed rate of 
interest, so that it is not subject to the fluctuations of the money market 
in respect to the amount of the loan or the rate of interest that it may 
have to pay. 

A concern with a very large floating or unfunded debt may find itself 
at a time of tight money unable to renew its loans, and may thus be 
forced into the hands of a receiver. There is always ample time to pro- 
vide for a new funded loan, if the corporation owns fixed assets that are 
ample security for it, and in the meantime there is no danger of trouble, 
if interest is promptly paid. In addition, a corporation that is at all pros- 
perous can provide for the eventual payment of its funded debt by mak- 
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ing comparatively small annual contributions to a sinking fund. Of 
course, if the debt were not funded the same annual amounts could be 
used for its gradual reduction, but in the absence of compulsion it is not 
likely that it would be. 

The funding of the greater part of its indebtedness gives a concern 
better credit when asking for temporary loans from banks. A bank bases 
its estimate of a borrower’s financial standing principally upon the pre- 
ponderance of active assets over active liabilities. It expects its loans to 
be paid long before the bonds mature, and therefore is satisfied if the 
borrower is certain to pay the bond interest. 

The disadvantage of a funded debt is that it is not elastic. A’ business 
may need large amounts of money for only a portion of the year. If it 
provides nearly all of its “peak load” by issuing bonds, it will be obliged 
to pay interest for a whole year for only a few months’ use of the money. 
It can offset this expense to a certain extent by taking out time certificates 
of deposit from banks, or by buying commercial paper from brokers. If 
its indebtedness includes enough short time notes, it can save all the interest 
on idle money by paying off notes as they come due. In case of a per- 
manent reduction in borrowing needs, a business can always pay off its 
floating debts, but may not find it possible to redeem any of its bonds, the 
very fact that it is anxious to do so making the holders unwilling to sell, 
except at a considerable premium. 

For a business that needs large amounts of money for short periods 
only a combination of the two kinds of indebtedness is most advantageous, 
when possible. When the value of the fixed assets will justify it, such 
a concern may provide for more bonds than it needs to issue permanently, 
leaving a certain amount in the treasury. These treasury bonds may be 
used as collateral for short time loans at more favorable rates usually 
than it would have to pay on unsecured notes. This will enable it to 
reduce its dependence upon banks for unsecured loans, or perhaps elimi- 
nate it altogether. 


INCREASING CAPITAL StocK Out oF SURPLUS 


Editor, Students’ Department: 


Sir: In connection with an increase of capital stock I have encountered 
a situation which does not appear to be treated in the accounting works 
which I have consulted nor do I find a discussion of the point in question 
in THe JouRNAL OF ACCOUNTANCY. 

A corporation with an authorized capital stock of $150,000 is increasing 
its capital stock to $200,000, the increase in stock to be made from the 
surplus account and the stock to be issued to the company, in its name, 
to be held in the treasury as an asset. The $50,000 worth of stock issued 
to the company is considered an investment and it is desired to show the 
same on financial statements as an asset. It is not to be sold, but is to 
be held by the company. 

From the information available it would appear to the writer that the 
following entries would be in order: 

Surplus $50,000.00 
Capital stock $50,000.00 
Increase of capital stock from $150,000 to 
$200,000 out of surplus 
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Treasury stock $50,000.00 
Donated capital $50,000.00 
500 shares of stock at par issued to and held 
by the company as working capital 





Please advise me if the above entry is correct or recommend some 
book or authority whereby this matter can be adjusted. Also, will you 
please state how a procedure of this character is looked upon by the banks 
and credit agencies? 


I shall feel greatly obliged to you for your opinion and suggestions. 
Very truly yours, 
N. 


Philadelphia, Pennsylvania. 


The entries as given in the letter are wrong, because they purport to 
record action that was not taken. The stock representing the increase did 
not reduce the net worth of the corporation, because while it added $50,- 
000 to the liabilities, an equal asset of treasury stock was added to the 
assets. The stock is erroneously called treasury stock because it has never 
been paid for and issued and been since reacquired by the company. It is 
unissued stock. Again, the credit to donated capital does not represent 
the truth. A donation must be made by a donor, the corporation cannot 
make a present to itself—it cannot be at the same time donor and donee. 
If it is desired to segregate part of the surplus so that it will not be avail- 
able for dividends, it may be done by a simple journal entry, debiting 
surplus and crediting permanent surplus, special reserve or some other 
account with a similar name that will indicate its special character. It 
must be borne in mind, however, that the same authority, whether offi- 
cers, directors or stockholders, that set up the special account can cancel it 
at any time and throw the amount back into surplus, unless there is a 
contract with bondholders or other creditors requiring the account. 

The proper way to bring about the result that the company seems to 
desire is to procure an agreement from all its stockholders that they 
will donate to the company the entire amount of stock to be given them 
in a proposed stock dividend. Then the procedure will be as indicated in 
the following entries. 

Surplus $50,000.00 
Stock dividend $50,000.00 
Dividend declared at meeting, etc. 





Stock dividend $50,000.00 
Capital stock $50,000.00 
Payment of stock dividend by distribution of 
new stock to stockholders. 

(Note. This could also be done by charging stockholders and crediting 
capital stock, and then by charging stock dividend and crediting stock- 
holders.) 

Treasury stock $50,000.00 
Donated capital $50,000.00 
Stock donated by stockholders. 
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The stock having been paid for by the dividend and issued to the stock- 
holders is now true treasury stock, and having been donated to the cor- 
poration is now true donated capital. There is nothing to prevent the 
stockholders from crediting donated capital to surplus again. In fact, the 
directors can do it, unless the stockholders forbid it in the deed of gift. 
Banks and credit agencies cannot but look with favor upon any move 
which increases working capital, whether by the faulty method outlined 
in the letter, or by the out-and-out gift of a large sum by the stock- 
holders. 
Divipinc ParTNERSHIP PROFITS 


Editor, Students’ Department: 

Sir: Will you kindly explain why it is incorrect for a partnership to 
carry its original investment in one account and subsequent undivided 
profits in another? 

If the members of a partnership decide to carry their accounts in this 
manner is there any ruling which prohibits their calling the account carry- 
ing undivided profits “surplus”? 

It appears to the writer that the principal difference between a partner- 
ship and a corporation involves the legal status rather than accounting 
methods, and the existing difference in accounting methods is based on 
custom rather than logic. 

In order to furnish the information required by the partnership excess 
profit tax returns, it would facilitate matters if a partnership chart of 
accounts corresponded as closely as possible with a corporation’s. 


Yours very truly, 
Providence, Rhode Island. mF 


It can hardly be said to be incorrect for a partnership to carry its un- 
divided profits separately from its invested capital, but there are several 
reasons why it is not usual. 

I take it for granted that you do not mean that there should be one 
capital account for the entire capital of the firm, but that there should be 
a capital account for each partner. The way you express it implies the 
single account. There should always be a personal capital account with 
each partner, since in a partnership the personality is an important element. 

When the profits are determined they should be at once distributed to 
the partners, but there is nothing that requires that they shall be added to 
the capital accounts, unless the articles of partnership call for such action. 
They can be credited to the personal or drawing accounts of the partners, 
if they so agree. If this is done, they are subject to the demands of the 
partners. 

The objection to leaving the profits in one general surplus account is 
principally because it is useless. In a corporation such an account is a 
necessity, because the capital stock account is a fixed amount and cannot 
be changed by the addition of profits. Besides, the stockholder has no 
right to demand his share of the profits, as has the partner. 

The existence of drawing accounts is another reason for the prevalent 
method. Of course, partners’ debit balances must be eliminated, necessi- 
tating at least a partial division of the profits, for credit to the drawing 
accounts. Otherwise there is danger of an ignorant person’s making the 
egregious blunder of charging partners’ drawings to profit and loss. 
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However, if the partners prefer to leave the remainder of the profits in 
a surplus account, there is nothing to prevent their doing so. Unless the 
partners share profits equally, there would then be no indication in the 
accounts as to the amount of the interest of each partner. 

It will therefore be apparent that the difference, which, as you say, 
involves the legal status, also affects the accounting procedure. 

I cannot see that the information necessary for the determination of 
excess profits is more easily obtained by keeping a surplus account in a 
partnership. The surplus account is not a measure of the profits made: it 
is merely the remnant of profits not divided. The measure of profits made 
is the net credit balance of the profit and loss account, when every item 
has been included. This is what must be dealt with in preparing the income 
tax report. The amount is not affected by the action taken with it, whether 
credited to the partners’ drawing accounts, to their capital accounts or to 
surplus. 





Harvard School of Business Administration 


Owing to the fact that numerous students received their discharge from 
government service too late to take advantage of the regular session, the 
Harvard graduate school of business administration will conduct a special 
session from January 27 to August 30, 1919, inclusive. The session will be 
divided into two halves, the first to extend from January 27 to May 10, 
inclusive, and the second from May 12 to August 30, inclusive. There will 
be no recess during the special session. 

Requirements for admission as regular students and candidates for the 
M. B. A. degree have been modified in the following particular. Students 
who are not holders of the bachelor’s degree from an approved college 
or scientific school will nevertheless be admitted provided they were 
entitled to senior rank in an institution of this kind at the beginning of the 
academic year 1918-19, and for a period of at least six months have been 
engaged in the military or naval service of the United States or of one 
of the countries associated with the United States, or have been engaged 
in civilian war work. 

Additional information may be obtained at 17 University hall, Cam- 
bridge, Massachusetts. 





David Elder announces that he has retired from the firm of Mackay, 
Irons & Co. and has formed a partnership with C. D. Fairweather and 
William Pate to practise under the firm name of David Elder & Co. with 
offices at 15 William street, New York. 





Mackay, Irons & Co. announce that David Elder has retired fron 
partnership in the firm and that W. E. Crichton has been admitted inte 
partnership as of January 1, 1919. 
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Correspondence 


“Credit of the Nations’ 


Ediior, The Journal of Accountancy: 
Sir: I ask your attention to a book lately issued, purporting to give 
authoritative information as to international finance. An extract follows: 


CREDIT IN THE UNITED STATES 
We are now able to see how, in actual practice, the international account 
which for the first three years of the war showed a credit in our favor of 
$6,864,700,000, was balanced, and how much gold was imported in this 
settlement. From August 1, 1914, to August 17, 1917, the excess of imports 
over exports of gold was $1,111,958,000,* or more than the whole stock in 
the treasury before the war. 





* Federal Reserve Bulletin, September, 1917, p. 655. 


The total result for the three years may be expressed approximately in 
the final international balance-sheet for three years (in millions) : 


tx. Dr. 
Merchandise balance ........ $6,865 Securities returned .......... $2,200 
Remittances to friends (3 Loans by non-government in- 
| =g RDA eS 750 Oa 1,570 
CD eco ukniyenndaads 90 Loans by the United States.. 2,149 


Dividend account (3 years). 600 
Freights and insurance (3 





oe EE OOO ne Pe 75 
Teports Of S01. 0.00 0008ses 1,111 
$7,705 $7,705 


(The above is extract from Credit of the Nations, by J. Laurence 
Laughlin. Charles Scribner’s Sons, New York, 1918—pp. 340 & 341.) 

You will note the author says “We are now able to see, etc.” Perhaps 
“we” can. I would have to use a reversing mirror to see, however. Not 
only are the items classified as “assets” and “debits” on what we consider 
the wrong side, but they are mixed up at that. 

Thus, our gift to relief funds abroad—$90,000,000—is classified as a 
“credit” to be offset by “imports of gold” from abroad, and similar treat- 
ment is given to “remittances to friends” abroad. 

Some obfuscation of mind might cause one to feel that the relief to 
the Belgians was a “credit” to us, but for accounting purposes it is a 
credit only on the books of the Recording Angel. But I can think of no 
reason for putting the “remittances to friends’ on the wrong side, unless 
the writer was like a bookkeeper I once knew who kept a desk card read- 
ing “Debit side, the side nearest the hatrack,” and who went wrong when 
his object of reference was moved. Who moved the professor’s hatrack? 

Besides all this, the account balances as it stands, although when the 
items are properly grouped, there is a difference of $1,680,000,000. Won't 
Mr. Laughlin please explain whether this book was intended as a com- 
panion to Alice through the Looking Glass. 

Yours very truly, 
Brooklyn, New York. F. W. T. 
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Book Review 


THE FINANCING OF PUBLIC SERVICE CORPORATIONS, by 
Mitton B. Ignatius, LL.M. The Ronald Press, New York. 


The author states in his preface: “It has been my aim to offer in this 
one volume a comprehensive discussion of all the important aspects of 
public service corporation financing, from the inception of the enterprise 
and the issue of certificates of interest or indebtedness to the expenditure 
of the proceeds and the permanent record thereof.” We need not quarrel 
with the author’s aim, which we think he has successfully carried out, 
considering that the book was intended by him mainly for the use of 
corporation officers, bankers and brokers and others directly interested in 
one way or another in public utilities; but it is only fair to warn students 
of accountancy that fully two-thirds of the volume of 500 pages is devoted 
to elementary principles and definitions that they will have acquired 
already in standard works on corporation accounting. The really inter- 
esting part of the work to accountants will begin with part IV, chapter 
XIII, where the author takes up the subject of public regulation through 
commissions. It is a very fair and impartial study of the various problems. 
Mr. Ignatius has been on both sides of the fence and is well qualified in 
consequence. 

There are two rather significant points the author lays some stress 
upon in which we think most of his readers will agree with him: that in 
spite of all their vehement disclaimers of responsibility regulating com- 
missions do offer the investing public a moral, if not a legal, guarantee 
of public utility securities which they approve, particularly, we might add, 
when proposed issues are modified in accordance with suggestions from 
the commissions; and that there is great danger to the future public use- 
fulness of regulating commissions in the growing tendency to make posi- 
tions on these commissions political rewards for party services. While 
Mr. Ignatius does not say nor imply in any way that there is any relation 
between these two facts, it requires but little reflection to see that there 
is bound to result a very close relationship. What is more natural than for 
a commissioner who has received his appointment as a reward for political 
services to help along deserving henchmen who may wish to exploit public 
utilities ? 

There is one feature of public regulation with its curious combination 
of legislative, executive and judicial powers upon which the author does 
not seem to touch. This feature is the inevitable mesh of red-tape in 
which every commission eventually finds itself wound up more or less. 
It is inevitable in the very nature of its being. Every decision sets a prece- 
dent which is appealed to in later cases, until in the end a good part of 
a commission’s time and labor is devoted to seeking ingenious distinctions. 
This tendency is marked enough in the courts, and it is further enhanced 
and complicated in utility hearings by the injection of engineering, finan- 
cial and accounting features until one wonders that the commissions are 
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able to effect as much as they do—and it cannot be denied that they have 
accomplished marvels. Nevertheless, when it becomes necessary for the 
federal government to take over the largest public utility in the country 
in order to get service, it does look as if the regulating commission had 
failed somewhere. It was a war measure to be sure, but oddly enough 
the government seems strangely averse to allowing the commission to 
resume its powers now that peace is coming, and proposes instead to 
show us what it, the government, can do in the way of efficient service. 
What, then, is the trouble with public regulation by commissions? 
W. H. L. 
Pa) 


Bertram D. Kribben 


We announce with deep regret the death of Bertram D. Kribben, mem- 
ber of the council of the American Institute of Accountants. 

Mr. Kribben for many years had been one of the most active members 
of the Institute, and his services, particularly on the committee on 
education and board of examiners, will always be remembered as of the 
utmost value. 

Mr. Kribben was a member of the state board of accountancy of 
Missouri and a member of the St. Louis bar. 

The entire accounting profession is the poorer for the loss of this 
most able and valued member. 





George Alton Torrey 


George Alton Torrey, an associate of the American Institute of 
Accountants and a certified public accountant of the state of Washington, 
died of pneumonia December 28, 1918, at Seattle, Washington. Mr. 
Torrey passed the examinations of the institute in June, 1917, and was 
rated second among those who passed with distinction. 

ee 
Correction 


The article entitled Outline of a Cost Accounting System for a 
Wooden Ship Yard by Frederick W. Davis, appearing in the January 
issue of THe JoURNAL oF ACCOUNTANCY consisted largely of matter taken 
verbatim from general circular 60 of the auditing division, Emergency 
Fleet Corporation, which was prepared and signed by Gordon Wilson, 
who at the date of the circular (August 27, 1917,) was assistant general 
auditor of the United States Shipping Board. Proper credit for such 
reproduction was omitted. This explanation is offered with apologies to 
Mr. Wilson. 





_ Frederick B. Hill & Co. announce the opening of offices at Haddington 
building, Norfolk, Virginia. 





Leslie, Banks & Co. announce that Charles Griswold Bourne has 
become a member of the firm. 
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